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How 
kit 
its cover 


The cover of the corporate kit you select is one of the ways your clients 
judge your work. Do your corporate kits make a positive statement 
about the quality of the documentation they contain? 
They do if you select the Ex Libris® kit from Excelsior-Legal®. The Ex 
Libris’ elegant brown padded vinyl cover simulates the texture of fine 
See grained leather. And your client's name is delicately embossed on Ex 
, eee Libris’ spine in genuine 24K gold, providing the look of a fine 
collector’s edition on your shelf. 
Ex Libris’ functional single piece binder design protects your 
client’s documents too, by shielding them against stray dust, 
folding and mangling. And the top cover fits smoothly over the 
kit’s base which is secured with a reliable Velcro® fastener. 
Each Ex Libris kit also includes a corporate seal and matching pouch, 20 lithographed share 
certificates customized for your client's corporation and 50 blank rag content sheets or printed 
minutes and by-laws, our exclusive corporate record tickler, mylar reinforced tab indexes with 
five positions and transfer ledger, 8 pages, bound in a separate section. 
Can Ex Libris’ cover help you make a positive statement about your work? See for yourself. Re- 
ceive a fully customized Ex Libris corporate kit or virtually any other product for the legal profes- 


sion within 48 hours. Or sooner. Call your nearest Excelsior-Legal facility, toll free, now. Or mail 
us the coupon. 


Excelsior-Legal, Inc.” 


We will RUSH your Ex Libris Corporate kit to you in 24—48 hours at low surface rates 


TO: EXCELSIOR-LEGAL, INC., P.O. Box 889, Norcross, GA 30091 
| Call us toll free (800) 241-8816 


1 Please ship: ] No. 10 Basic Outfit $49.50 [_] No. 20 with Printed Minutes and By-Laws $53.00 
State Year. 


(Print corporate name exactly as on certificate of incorporation, add $8.00 for 2” die seal.) 


NPV or] $ 
authorized shares each 


Certificates signed by President and 
(Secretary-Treasurer, unless otherwise specified) 


D Air Shipment, add $6.00 C Federal or state non-registration clause, 5C, $12.00 extra | 
O If prepaying, add $1.50 OI IRC § 1244 complete set-resol., | 
for shipping and handling dir. min., treatise, law, etc., $4.95 extra 


Charge: MasterCard (] Visa DinersClub American Express 


| Card Number Expires Signature 


Ship to: | 


Zip Code 
(_] Please send me your FREE 48 page catalog. 
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norganized? Not Anymore! 


Let Empire give you efficiency and class all in one. 


CALL US NOW AT 


1-800-432-3028! 


Profit PA. 
$34.00 $38.00 


Non Profit 
$41.00 


Corporate Kits 


Here's the Corporate Kit you’ve 
waited for! Including first 
annual shareholder minutes 
deluxe padded gold silk- 
screened three ring binder and 
slip box, printed minutes and 
bylaws. With CHECKLIST, 


20 lithographed imprinted and 
numbered stock certificates on 
parch text. State report to 
determine unemployment 
status, foot-noted and indexed 
minutes with subchapter “S”, 
IRC Plan 1244. IRC Election for 
section 248 and Indemnification 


written statement to organize 
corporation in lieu of minutes 
and bylaws printed typewriter 
print and spacing to match 
your insertions. Plus: 

Federal application for Tax ID 
Federal Form 2553 for plan 1244 


INSTRUCTIONS. WORKSHEETS State application for State Tax ID 
AND POCKET SEAL that fits 


in kit plus: 


Plan, Memo pad with each kit 
Pre-addressed printed 
envelopes for these forms. 


_ Corporate, Notary Personal and Custom Seals 
We manufacture all types and sizes of seals 
and stationery embossers which are 
completely guaranteed for life of ownership. 


Call for instant quotes on: 
Corporate Seals 
Logo Seals 
Stationery Embossers 
Notary Seals 
Custom Seals 


Certificate of Good SonndingiGaaseale Name Reservation 
‘Price includes all fees. 

We'll obtain either a certificate of good standing or file a corporate name reservation the same 

day the order is placed before 3:00 p.m. Non quicker or more efficient — the Empire Method. 


Quick File 


Dade — Broward only. All other areas CALL FOR DETAILS. 

We'll pick up and hand file your Articles of Incorporation as prepared by your office and signed 

by your clients with the Secretary of State. 

You're saving mailing costs, postal and processing delays completing both the filing and 

ordering of the corporate kit in a single step ... That way you'll receive your articles, charter 

number and corporate kit the next day and you'll have no need to change the 

registered agent or director or wait to order your corporate kit. Ease and service - the Empire Method. 


Quick Corp. 


We hand file Articles of Incorporation, this includes preparation of articles and return to 
attorney of certified copies with charter number including date and time of filing. 
Very easy, practical, and exciusive— the Empire Method. 


Starting at $12.50 
Starting at $54.00 
Starting at $24.00 
Starting at $12.00 
Starting at $13.50 


$13.00 


$8.00 


$15.00 + Costs 
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President’s Page 


Lawyers Must Be Peacemakers 


The New Year traditionally serves as 
a psychic bridge on which we earthly 
sojourners pause to reflect on our past 
and contemplate our future. Lawyers 
often feel they seldom have the time for 
such an exercise. Perhaps we should make 
the time—for the good of the legal pro- 
fession and for our personal welfare. 

What better time is there than after 
the holidays; at the dawn of a new year? 
And what better subject to reflect upon 
than lawyers as peacemakers? Being a 
peacemaker is the highest calling of our 
profession. Helping clients avoid violent 
conflicts and public disturbances through 
the peaceful resolution of disputes is the 
very reason for a lawyer’s being. As 
peacemakers we settle the disagreements 
or quarrels of others. Creating harmony 
where there is discord, calm where there 
is tumult, and reconciliation where there 
is rancor describes the mission of each 
attorney in the lives of fellow humans 
and in society. 

Basically, our vocation as lawyers is 
to heal—heal the wounds inflicted by 
the injustices of insensitive bureaucracies, 
criminals, and incompetent technicians 
on the spirit and bodies of fellow citizens. 
We are called to heal through the justice 
and legal systein inequities and discrimi- 
nation that exact such a terrible human 
toll by robbing persons of their dignity, 
self-respect, and stature among fellow 
beings. 

I remind you of our role as peacemakers 
because increasingly I have noticed law- 
yers portraying themselves as “hired guns” 
and the courtroom as some kind of 
modern-day O.K. Corral. The fostering 
of such images is a disservice to the 
profession and to the public which we 
serve. “L.A. Law,” soap operas, fiction 
and “60 Minutes” contribute to such a 
mindset. And truly sometimes the media 
have a way of reflecting ourselves back 


at us—and I for one chafe at the mere 
suggestion that the legal profession is 
degenerating into pin-striped macho thugs 
out to do material violence to others 
in a forum generally reserved for peace- 
ful, civilized resolution of disputes. 

All of us in the legal profession must 
examine our consciences. When we enter 
a case, can we honestly claim that our 
basic objective stemming from awareness 
of our vocation is to restore evenhanded 
fairness to a situation where injustice 
exists, or do we simply seek the highest 
jury award conceivable as a mark of 
professional skill and stature? Do we seek 
reconciliation between contending parties 
first, or do we wedge ourselves between 
contenders as a boxing promoter might 
in order to hype the contlict to “big 
event” status? Do we try to restore reason 
and rationality to a vindictive client who 
seeks to use the legal system simply to 
inflict harm at any price on another, 
or do we chum the expensive shark’s 
feeding frenzy and excuse ourselves by 
saying that we are simply advocating the 
client’s rights? And when faced by a client 
with meager financial means and/or a 
pittance of a claim, albeit justifiable, do 
we flinch from our oath, and dissuade 
or refer the client, because it’s not “prof- 
itable” business? 

In negotiating settlements, are we 
sensitive to the human as well as sub- 
stantive issues? Human perceptions, 
emotions, understanding, and trust must 
be dealt with as well as specifications, 
terms and price. Lawyers should not try 
to improve a relationship by making con- 
cessions or try to obtain concessions by 
threatening a relationship. In short, pro- 
fessional skill, ethics and sensitivity must 
be applied to the vocational call of 
peacemaking. 

All Florida lawyers, when we took our 
oath of admission, swore “I will never 
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by Joe Reiter, President 


reject, from any consideration personal 
to myself, the cause of the defenseless 
or oppressed, or delay any man’s cause 
for lucre or malice. So help me God.” 
The spirit of our oath embodies the 
demands of a vocation—a special call- 
ing—that transcends merely a professional 
choice. To be a lawyer is to be called 
to a way of life. And that way of life 
is one of peace. Our mission is to be 
indiscriminate peacemakers. 


For some in our profession, to be a 
peacemaker will require a change of 
heart—a personal conversion. For others, 
it will require a refocus—a rededication. 
For most, I suspect it will require con- 
tinued affirmation, from our peers, clients 
and family. 


To be a peacemaker in our times is 
truly a challenge. So much in society 
militates against us. The broadcast air- 
waves reverberate the shrill of demands 
by some group or person on others. Head- 
lines assault our sensibilities as we read 
of the senseless violence perpetrated upon 
hapless victims. There are days when peace- 
ful co-existence—whether by individuals, 
groups, family members or governments 
—seems an impossible dream. But in the 
challenge lies the opportunity. 


Derek C. Bok, president of Harvard, 
predicts that “over the next generation 
opportunities will be in tapping human 
inclinations toward collaboration and com- 
promise rather than stirring our procliv- 
ities for competition and rivalry.” 

We as lawyers have a special responsi- 
bility to do our part, to make our individ- 
ual contribution to peace. Lawyers cannot 
let outside forces dictate our professional 
career and subvert and denigrate it to 
a hired gunslinger mentality. We must 
as individuals and a profession take hold 
of our destiny by making our vocational 
touchstone peace. BJ 
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The Cry the Wild 


It’s what you hear when your paralegals 
can’t seem to get through all the dictation 
or organize your documents. And it’s what 
you do as an attorney when time spent 
preparing for a case is never enough. 


If the cry of the wild is familiar around your 
office, then you need CaseHawk)™ a 
software program designed to organize all 
documents and depositions into concise 
summaries by key topics and in chrono- 
logical order. With CaseHawk.™ all trial 
facts can be processed by your paralegal 
or secretary quickly. CaseHawk™ features 
a simple menu-driven program rather than 
a complicated command-driven program. It 
maximizes paralegal revenue and reduces 
your dictation workload. 


Don’t struggle from sunrise to sunset in a 
jungle of paperwork. Spend your time on 
case strategy by taming the cry of the wild. 
CaseHawk™ — software designed specifically 
for attorneys for only $495. 


Call or write today to place your order. 


Visa and MasterCard accepted. 
Thirty-day money back guarantee, less a $25 restocking fee. 


DataHawk 


CORPORATION 


P.O. box Biss S-MOBILE, AL 


Free brochure available. 


MS-DOS is a trademark of MicroSoft Corp. IBM and 


é a “Plus shipping charge and tax. Recommended minimum hardware 
PC-DOS 2.0 are registered trademarks of International requirements: IBM or other compatibles, 512K memory, hard disk 


Business Machines Corp. 10MEG, MS-DOS or PC-DOS 2.0 or later. 
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Matthew Bender’s family of trea- 
tises and form books on state law have 
served families of lawyers for 100 
years. No family better exemplifies 
this tradition than che Tobins of 
Albany, New York. 

Charles J. Tobin began his career 
in 1904 as a lawyer with the State. In 
1915, he struck out on his own in pri- 
vate practice, in offices in the shadow 
of the State Capitol and within blocks 
of the offices of Matthew Bender. He 


Charles J. Tobin, III joined 
the family firm in 1971. 
Gerald Tobin, Charles J. 
Tobin, III’s brother, engages 
in general practice in New 
York City. 

Since its founding in 
1887, Matthew Bender has 
met the concerns of lawyers 
through the publication of 
books for practitioners by 
practitioners who are experts 


specialized in tax and corporate law 
and was joined by his son Charles J. 
Tobin, Jr. in 1940 and briefly by his 
daughter Alice Tobin O’Brien, who 
now serves as an attorney with the 
New York Court of Appeals. 
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in the various specialties of law as 
practiced in their states. Our first 
treatise, Fiero on Special Proceedings, 
was a practice tool for New York 
lawyers and the start of a tradition 
of excellence in state publishing. 


The Tobins have relied on that 
excellence from the early days of their 
practice straight through to today, as 
have lawyers in states like California, 
Texas, Florida, Pennsylvania, Illinois, 
Ohio and New Jersey. 
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(L to R) Charles ¥. Tobin, Charles }. Tobin, Fr., Alice Tobin O’Brien, Charles F. Tobin, III, 


our family.” 


“‘Matthew Bender’s New York 
Corporations by White has been an 
indispensable tool for us. It’s the 
‘bible’ for anyone practicing corporate 
law in New York State. We’ve also 
depended on Warren’s Weed New York 


Charles J. Tobin, Jr., Tobin & Dempf, Albany, New York 


Real Property for decades, and we 
have found that last year’s New York 
Tax Service really filled a void.” 

On this our 100th anniversary, we 
at Matthew Bender salute the Tobin 
family. We are proud to have played a 
part in helping to maintain the tradi- 
tion of law that Charles J. Tobin began 
over 80 years ago, and to have been 
able to extend an expertise in state 
publishing to practitioners like the 
Tobins throughout the country. 

For more information on any of 
our outstanding volumes on State law 
practice, just contact your local 
Matthew Bender representative or 
mail in the coupon in the adjacent 
column. 


Gerald Tobin. 


MATTHEW BENDER 
ANNIVERSARY 
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Matthew Bender 


Send more information on Matthew 
Bender’s family of state law publications 


for the State of 


(Indicate State) 
Mail coupon to: Michele Zeitz, 
Matthew Bender & Co., Inc., 
11 Penn Plaza, New York, NY 10001 


Name 


Firm 
Address 
City 
State Zip 
Telephone ( ) saul 
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Executive Directions 


by John F. Harkness, Jr., Executive Director 


Media Law Conference 


Florida’s journalists and media law attor- 
neys won't just be talking about the news 
at the 13ih Annual Media—Law Confer- 
ence—they'll be making it. The main event 
for the popular seminar, to be held 
February 27-28 at the Hyatt Regency 
Westshore in Tampa, is an experiment 
in alternative dispute resolution featuring 
settlement of an actual libel case through 
a press council. 

The Media—Law Conference is an 
annual event attracting some 400 partici- 
pants sponsored by the The Florida Bar 
and media organizations. It is an oppor- 
tunity for both the print and electronic 
media as well as attorneys to come 
together to discuss matters of mutual 
concern. 

The press council session, set for Satur- 
day morning of the conference, will focus 
on an actual case with actual facts and 
parties. Both parties in the case have 
agreed to abide by the decision of the 
council. A press council is simply a group 
of mediators who, when presented the 
facts of a libel case, will try to resolve the 
matter without further litigation. 

The case involves the killing of a man 
by a police officer and potentially libelous 
comments about the officer made by a 
former city official and printed in a weekly 
newspaper. The presentation to the coun- 
cil will include a taped re-enactment of 
the shooting, audiotapes of the police 


call and other exhibits. It is anticipated 
there will be at least four witnesses during 
this session. Both sides of the case will 
submit mini-briefs to the panel and con- 
ference participants. 


The Media and Communications Law 
Committee has decided upon a seven- 
mémber council to hear this case. The 
press counicii’s proceedings ‘will be video- 
taped as will their deliberations. The coun- 
cil will present a ruling at the end of 
the conference and a written opinion will 
be issued by one of the council members. 

Gen. William Westmoreland, when he 
spoke at the 1985 Annual Convention, 
suggested that some sort of press council 
might have been much less expensive 
and time-consuming than his well publi- 
cized defamation case against CBS News. 


Those who attended las‘: year’s confer- 
ence will remeaiber the speech given by 
Sir Zelman Cowen when he explained 
the history of the press council and how 
it operates in Great Britain. There was 
also discussion of a press council system 
that was attempted in the United States 
but failed to succeed. Our visitor from 
Great Britain left many people wondering 
if such a concept could take root within 
our system. 


Alternatives to litigation will also be 
explored with the conference’s kick-off 
session Friday afternoon. This event will 
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feature two professors from the University 
of Iowa’s schools of law and journalism. 
They have been given a grant to divert 
some 30 pending libel cases to alternative 
dispute resolution mechanisms. They have 
also devoted many hours of research to 
profiling plaintiffs in defamation litiga- 
tion. Conference Chairman Gregg Thomas 
envisions a seminar with reports on 
research specifically geared to Florida 
cases. 

As the judicial system is being requested 
to find easier and more expeditious means 
of processing its caseload, the press coun- 
cil may be an idea for diversion of some 
cases. Knowing that all cases cannot be 
diverted out of the mainstream, it is still 
an attempt to handle this particularly 
difficult type of litigation. 

The conference’s luncheon speaker will 
be Miami Herald humor columnist Dave 
Barry. The conference wrap-up speaker 
has not been decided upon at this point. 
The always-popular break-out sessions 
will involve such topics as news employee 
drug testing, government misinformation, 
and deposition access. 

Sound interesting? Plan to attend now. 
Preregistration cost is $40 for attorneys 
and $20 for iaw students. At this point, 
the total number of hours for designation 
has not been assigne1, but last year those 
attending sessions on both days could 
earn up to 11 hours of credit. B 
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HOW WELL YOU’VE 


DONE YOUR HOMEWORK 


Price Waterhouse provides comprehensive litigation support to give 
attorneys a winning edge both in and out of court. 


Most legal battles aren’t 
won or lost in court. They’re 
won or lost in the coffers of 
law libraries and in con- 
ference rooms—during the 
painstaking discovery and 
negotiation processes which 
precede and often forgo the 
need for a lengthy trial. 

Clearly being able to put 
together an argument that is 
superlative to your opponent’s 
is crucial to winning a deci- 
sion. Moreover, seeking out 
professionals experienced in 
matters pertinent to a par- 
ticular case can give you a 
winning edge. 


Price Waterhouse has a 
cadre of professionals dedi- 
cated exclusively to assisting 
attorneys in numerous legal 
phases from initial discovery 
through trial or settlement. 
For over 20 years they’ve 
provided cogent support on 
all types and sizes of cases 
including major corporate 
antitrust cases, individual 
breach of contracts, business 
valuations, professional lia- 
bilities and many others. 

Furthermore, PW Litiga- 
tion Professionals understand 
the unique problems of the 


litigation environment like rel- 


evant legal procedures, dis- 
covery work products and 
expert testimony rules. Rely 
on them for expedient analy- 
sis, assembly arid presentation 
of business-related facts to - 
yield the most convincing 
arguments and beneficial out- 
comes possible. 

To learn more about our 
Litigation Consulting Services, 
call Richard S. Hirsh at (305) 
463-6280 in Ft. Lauderdale, 
or (305) 358-3682 in Miami. 

And win your major bat- 
tles before you get to court. 


Price Waterhouse 


EXPECT MORE FROM US 


Liability Stud 


Computi 


Damages U 


Alternative 
Sc 


Negotiatio 


Assistance. 


Data Base 


Document 
Retrieval Sys 
‘Managemen 


Class Action 


. Support Assi 


Rebuttal 
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Overnight, tax reform could 
change your whole financial 
picture. In fact, when January 1, 
1987 rolls around, many profes- 
sionals like yourself could find 
themselves out in the cold when it 
comes to tax shelters. Even though 
your tax rates may go down, 

many deductions you enjoyed in 
previous years will no longer be 
available, and without careful 
planning you may not end up with 
the tax benefits you hoped for. 


The American Bar Retirement 
Association (ABRA) shares your 
concerns about changing tax laws 
and their impact on your present 
... and future financial decisions. 
Because even with tax reform, 
experts still agree that one of the 


best ways to take advantage of 

tax savings...and increase your 
net worth over time...is with a 
tax-qualified retirement plan. 
However, like many attorneys 
who have considered starting a 
tax-qualified retirement plan or 
evaluating their present plan, you 
may have a lot of unanswered 
questions. 

That’s why the American Bar 
Association Members Retirement 
Program, sponsored by ABRA, 

an affiliate of the American Bar 
Association and administered and 
offered by The Equitable Life 
Assurance Society of the United 
States, invites you to send for 
updated program materials...then 
let an Equitable ABA Retirement 


Program Specialist help you 
evaluate your present plan...or 

the plan you’re considering. Just 
answer a few brief questions on 
the coupon so that appropriate 
information for your particular 
needs can be forwarded to you. 
TO GET UPDATED PROGRAM 
MATERIALS, INCLUDING A 
PROSPECTUS DETAILING 
FEES AND CHARGES, 
COMPLETE AND MAIL THE 
COUPON BELOW, OR FOR 
FASTER ACTION, CALL AN 
EQUITABLE ABA RETIRE- 
MENT PROGRAM SPECIALIST 
TOLL-FREE: 800-523-1125, 
EXTENSION 8320, 9:00 A.M. 
TO 5:00 P.M., EASTERN 
TIME, ANY BUSINESS DAY. 


LEFT YOU 
WITHOUT 
SHELTER, 
COME 
INSIDE. 
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Name 


RETIREMENT PROGRAM Information Distribution 
PO. + Rochester, 


NOTE: Do not send money with this coupon. Your program materials 
include a prospectus, detailing fees and charges, prepared and sent 
Equitable Life Assurance Society of the United States. 


Practice (if different from sore) 


(INO. I do not have an existing tax- 
(1 YES. I currently have a tax-qualified retirement plan. _ 
What is your practice’s business structure? _ 


LJ Sole Practitioner 


(_] Professional Corporation (one shareholder) 
(J Professional Corporation (more than one shareholder) 
Partnership (with incorporated partners) 


J 
f 
i fi 
SS 
| 


Tax Reform— Simple? Fair? 
An Introduction 


The political tea leaves of autumn have fallen; sharp 
quillets of the law have surfaced; conventional wisdom 
has mellowed; and special interests have been overpow- 
ered. Welcome to tax reform. 

If you are poor or sick, have lots of kids, are related 
to an Eskimo who sells reindeer meat, own fewer than 
three homes, or enjoy giving free tax advice, you may 
be a winner in 1987. 

If you support charitable organizations, anticipate a 
scholarship for your teenage dependent, enjoy two-earner 
income and hold appreciated securities, you should be 
very unhappy; you have been betrayed. 

The Tax Reform Act of 1986 is law, and you need 
to prepare for its far-reaching effects on you and your 
clients. On behalf of the Tax Section, I take great pleasure 
in presenting to the members of The Florida Bar these 
special articles on tax reform. The lead author of each 
article is a past chairman of the Tax Section who is 
well known and widely recognized for his expertise in 
tax law. 

The first article by Sam Uliman gives an overview of 
the Tax Reform Act of 1986 and is an effective blend 


; J. BoB HUMPHRIES 


of practical application with an air of sophisticated inter- 
pretation by a real expert. This article is geared to the 
general practitioner and should prove extremely beneficial 
in your future planning. 

The next article, headed by Ed Heilbronner, on TRA 
86 and its impact on the Florida lawyer, is especially 
helpful in your practice as a professional association or 
in unincorporated form. The recommendations and plan- 
ning strategies for the professional are invaluable in this 
unique presentation by such a highly qualified tax specialist. 

The final article with Charles Egerton on real estate 
after the Tax Reform Act of 1986 covers the most sensitive 
area of tax planning for the practitioner in the entire 
bill. The ability of the attorney to guide clients through 
the tax incentive arena has been greatly impaired by the 
new law, and this writing gives a highly technical review 
of those dramatic changes. 

The Tax Section would like to compliment the authors 
and their assistants and guest editors, Lauren Y. Detzel 
and J. Bob Humphries, on these outstanding contributions. 

I trust you will find this material both enjoyable and 
beneficial to you and your clients. 


Tuomas M. DonaHoo 
Chairman, Tax Section of The Florida Bar 


Guest Editor 


THE FLORIDA BAR JOURNAL/JANUARY 1987 11 


| 

Guest Editor a 
Chairman 


Elliot Zisser 
Stephen H. Cypen 


Hon. Frank A. onando 


Laurance M. Hyde 
Jason M. Berkman 


n 
Bruce A. Chri ser 

Hon. Richard Yale Feder 


Now you can find out 


tested guidance on every as : sals 

hock bar family law specialists. 

marriage, family relationships 

and marital property to dis- "il : — 

solution, or relation- 

ships and enforcement or 

modification of decrees. From Law ‘Fama 

tax aspects of family transactions ee 

and the effects of death on the 

family to bankruptcy, partition ; 

and suits by government entities. 
To keep you completely up- 

to-date, FLORIDA FAMILY 

LAW is revised on an annual basis. 


12 THE FLORIDA BAR JOURNAL/JANUARY 1987 


anything you need to know free of charge for one year— 
about family law in Florida the ee 
from 41 of the leading oe 2a 
experts in the state. How? He Martin L. Haines, Ill monthly newsletter reporting 
With Matthew Bender’s Donald — latest legislation 
FLORIDA FAMILY LAW a Robert E. ecting family law. 
reference written an ce 
reviewed by a virtual Hall practice and find out more 
of Fame of Florida family about Matthew Bender’s new 
law specialists. FLORIDA FAMILY LAW. 
Six volumes Call us toll-free 
in- t 1-800-223-1940, 
Matthew Bender opens the door 
and procedural MH 3 M coupon below. 
bring you practice. tO Florida’s leading 


What’s more, you’ll receive— 


r Mail coupon to: Michele Zeitz 
| Matthew Bender & Co., Inc. 
11 Penn Plaza, New York, NY 10001 


Send me more information on 
Matthew Bender’s Florida Family Law. 


Matthew Bender ‘raul 


James R. Pierce 

David M. Verizzo 

Cynthia L. Greene 

Maurice J. Kuiner 

regory St. John 

Alan J. Rubinstein 

Edna L. Caruso 

ia A. Calebrese 

Albert G. Caruana 

Roberta Simon 

| 
| 
| 
| 
( | 
| | 

: | Phone: ( ) | : 
| Area Code" ©1986 Matthew Bender | 

| 

— 


Overview the 
Tax Reform Act 1986 


nother new tax law! 
Tax reform, once expected 
every 15 years or so,' has 
officially succeeded baseball as the 
national pastime. The “boys of summer” 
now feel compelled to take a run at the 
tax laws nearly every year. One’s polit- 
ical career is not complete unless one 
can claim to have had a major role in 
“tax reform” or better yet “tax simpli- 
fication.” Exactly how much true reform 
or simplification has been brought to 
the tax laws as a result of this flood 
of legislation is hard to say. The laws 
have no doubt changed. With each 
change the Code grows longer, a bit 
harder to understand, and certainly more 
difficult to apply. 
Each new law shifts the tax burden 
among the various segments of the 
economy. This new law removes six 


by Samuel C. Ullman 


million Americans from the tax roles, 
while increasing the burden on the middle 
class and on some business activities. 
The cost of that increased burden may 
go beyond the dollars involved. A major 
state newspaper described the bill as 
one “that will have a substantial — and 
uncertain — effect on millions of indi- 
viduals, families and businesses.”? Uncer- 
tainty is hardly an appropriate goal for 
tax legislation having such a far-reach- 
ing economic effect. 


History 

The roots of the 1986 legislation appear 
to be older than generally thought, and 
at least in part politically motivated. 
The Ford Administration talked of “true 
tax reform” in January 1977 when Trea- 
sury Secretary William E. Simon intro- 
duced the “Blueprints for Basic Tax 


Reform,” which called for a three-bracket 
tax system: 8%, 25% and 38%. This 
proposal would later become known as 
“Treasury I.” 

The real confusion was delayed, how- 
ever, until May 1982 when Senator Bill 
Bradley, a Democrat from New Jersey, 
and Representative Richard Gephardt, 
a Democrat from Missouri, introduced 
a proposal that eliminated many deduc- 
tions and reduced the number of brack- 
ets to three. The brackets were to be 
changed from 11% — 50% to 14% — 
28%. The corporate rate was to be a 
flat 30%. Various other “tax simplifica- 
tion”’ measures were included. The 
Bradley-Gephardt proposals soon became 
a part of tax lore. 

President Reagan jumped into the act 
in January 1984 when he announced in 
his State of the Union message that he 
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had asked the Treasury Department to 
study ways in which the tax laws could 
be made simpler and fairer. The rush 
was on. In April 1984 Senator Robert 
W. Kasten of Wisconsin and Repre- 
sentative Jack F. Kemp of New York 
introduced the Republican alternative to 
Bradley-Gephardt. That proposal called 
for a top individual and business tax 
rate of 25%. Kemp-Kasten then had to 
be considered alongside Bradley-Gephardt 
with every discussion of the tax law. 

The Treasury Department responded 
to the President in November 1984 by 
recommending a tax simplification plan 
that would reduce the number of brack- 
ets from 14 to three (15%, 25% and 
35%), and reduce the top business tax 
rate from 46% to 33%. This proposal 
became known as “Treasury II.” 

By then the tax world had become 
shellshocked with proposals. The exist- 
ing law was indeed difficult to under- 
stand. Adding these proposals and their 
complexity transformed comprehension 
into absolute confusion. Advisors were 
forced into the role of soothsayers. The 
certainty sought by clients was simply 
unavailable. But the fun wasn’t over yet. 
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delivery 
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In May 1985 President Reagan deliv- 
ered a tax message replete with all the 
Madison Avenue buzz words. Legislation 
would be introduced that would elimi- 
nate many tax loopholes and deductions, 
and change a tax system that is un- 
American into a system that is “clear, 
simple and fair for all.” Individual rates 
would be lowered to 15%, 25% and 
35%. The top corporate rates would be 
lowered to 33%. 

In December 1985 the House Ways 
and Means Committee sent to the House 


The President and Congress 
seem simply to have closed 
their eyes to the possibility 
of increasing revenue through 
taxation, opting instead to 
rearrange the numbers with 
no change in the bottom line 


a bill with four individual tax rates 
(15%, 25%, 35% and 38%). The highest 
corporate rate was to be lowered to 
36%, but corporate taxes were to be 
raised by $140 billion. The bill passed 
the House by voice vote in December 
1985. 

In May 1986 the Senate Finance Com- 
mittee passed a bill with two tax brack- 
ets for individuals (15% and 27%) and 
a reduced top corporate rate (33%). Busi- 
ness taxes were to be increased by $100 
billion. The Senate passed the bill in 
June 1986. 

On August 16, 1986, the House and 
Senate conferees approved a com- 
promise fashioned by Senator Bob 
Packwood and Representative Dan 
Rostenkowski. That compromise was 
passed by both chambers of Congress 
in September 1986 and signed into law 
by the President on October 22, 1986. 

Perhaps the most noteworthy aspect 
of the legislation is its failure to address 
the budget deficit. Surveys show that 
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most Americans believe the national debt, 
not the Internal Revenue Code, to be 
the country’s most serious domestic prob- 
lem. The President and Congress seem 
simply to have closed their eyes to the 
possibility of increasing revenue through 
taxation, opting instead to rearrange the 


‘numbers with no change in the bottom 


line. 

The publicity was overwhelming, but 
the result remains a matter of concern. 
The legislation ignores the budgetary 
morass while creating new and uncertain 
economic burdens. Moving the already 
troubled national economy into a posi- 
tion of uncertainty is hardly an enviable 
forecast. 


Changes Affecting Individuals 

The House and Senate bills each con- 
tained different rates. The Conference 
Agreement settled the difference between 
the chambers by providing two rates of 
15% and 28%, replacing the present 
system of up to 15 brackets with a top 
rate of 50%. Although many deductions 
are repealed immediately, the new lower 
rates, intended to correspond to the 
repealed deductions, do not take effect 
until 1988. For 1987, five rates are pro- 
vided, ranging from 11% to 38.5%. There 
is concern therefore that tax liabilities 
will be unexpectedly higher in 1987. 

The preferred rate for long-term cap- 
ital gain has been repealed effective in 
1987. Instead, all capital gains will be 
taxed at the same rates as other income. 
For 1987, however, the tax on long-term 
capital gain has been capped at 28%, 
equal to highest rate for all income 
beginning in 1988. Capital losses will 
be allowed in full against capital gains. 

The standard deduction has returned, 
replacing the zero bracket amount. The 
standard deductions for 1987 and 1988 
are provided by the Act. Beginning in 
1989, these amounts will be adjusted for 
inflation. 

The personal exemption will be $1,900 
for 1987, $1,950 in 1988 and $2,000 for 
1989. Beginning in 1990, the personal 
exemption will be adjusted for inflation. 
Beginning in 1988, it will be phased out 
for taxpayers having incomes exceeding 
specified levels.3 

Income averaging, a confusing but wel- 
come relief provision of the past, is 
repealed beginning in 1987. This repeal 
is perhaps the major attempt at simpli- 
fication contained in the Act. Martin 
Worthy, former chief counsel of the 
Internal Revenue Service, once observed 


that even the two leading tax services 
were inconsistent in their explanations.‘ 

The dividend exclusion ($200 on a 
joint return, $100 for others) is repealed 
beginning in 1987 as well. The deduction 
for two-earner married individuals has 
also been repealed effective in 1987. 

The present rules providing for 
nonrecognition of gain on the sale of a 
principal residence where the proceeds 
are reinvested in a new principal res- 
idence, and the one-time exclusion of 
up to $125,000 of gain by a taxpayer 
age 55 or over, are both retained. 

No deduction will be allowed for inter- 
est of a personal nature, such as car 
loans or credit card balances for per- 
sonal expenditures. Interest on debt 
secured by the principal residence or a 
second residence will be deductible, but 
only to the extent the debt does not 
exceed the purchase price of the res- 
idence plus the cost of improvements. 
Mortgage interest on debt in excess of 
the purchase price plus improvements, 
up to the fair market value of the res- 
idence, continues to be deductible if the 
debt is incurred for educational or med- 
ical purposes. 

The itemized deduction for state and 
local sales taxes is repealed, effective in 
1987. The deduction for state and local 
income taxes, real estate taxes and per- 
sonal property taxes is carried over into 
the new law. This discrimination is 
expected to have the greatest impact in 
consumer states such as Florida, Cali- 
fornia and Texas. A particularly good 
criticism of a policy that discriminates 
in the deductibility of the various types 
of state and local taxes, authored by Pro- 
fessor David M. Richardson of the 
University of Florida College of Law’s 
Tax Graduate Program, appeared in the 
“Tax Law Notes” of The Florida Bar 
Journal in the December 1985 issue. 

The floor for deducting medical ex- 
penses is increased from 5% to 7.5% of 
adjusted gross income beginning in 1987. 
Of interest to physically handicapped 
taxpayers is the new law’s confirmation 
of the deductibility of certain expenses 
incurred to accommodate a personal res- 
idence to the needs of the taxpayer. 

Employee business expenses, other than 
reimbursed expenses, are allowed only 
as itemized deductions. Miscellaneous item- 
ized deductions, including employee busi- 
ness expenses, are subject to a floor of 
2% of adjusted gross income. 

Only 80% of otherwise deductible busi- 
ness meal expenses and business enter- 


tainment expenses will be allowed, and 
then subject to certain exceptions allow- 
ing full deductibility. The requirements 
for deducting business meal expenses 
are tightened to conform generally to 
the requirements for deducting enter- 
tainment expenses 

The popular individual retirement 
account, reasonably new to tax law, but 
as American as apple pie, has been all 
but buried for many taxpayers. If either 
the taxpayer or spouse is a participant 
in an employer-maintained retirement 


The popular individual 
retirement account, reasonably 
new to tax law, has been all 
but buried for many taxpayers 


plan, deductions for contributions to 
IRS’s will be permitted only if the tax- 
payer’s adjusted gross income falls below 
a certain level. The phase-out begins at 
$25,000 for single taxpayers and $40,000 
for married taxpayers. If neither the tax- 
payer nor spouse is a participant in an 
employer-maintained plan, the old law 
permitting the deduction for IRA con- 
tributions remains intact. 

The present law on alternative mini- 
mum tax is retained with certain mod- 
ifications. The rate is increased to 21%. 
The exemption is phased out at taxable 
income of approximately $150,000. In 


addition, the preferences are changed 
slightly. 


Changes Affecting Corporations 

A three-bracket graduated corporate 
tax rate structure is provided by the new 
law, with rates at 15%, 25% and 34%. 
The old system provided for five brack- 
ets, with a maximum rate of 46%. The 


new rates are effective for taxable years 
beginning on or after July 1, 1987. For 
taxable years including that date, blended 
rates will apply. 

The dividends received deduction for 
corporations has been reduced from 85% 
to 80%. The 10% dividends paid deduc- 
tion adopted by the House did not sur- 
vive the conference committee. 

The present alternative tax rate of 
28% for the net capital gains of corpora- 
tions will not apply when the new cor- 
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porate rates become effective (taxable 
years beginning on or after July 1, 
1987). For gain included in income in 
earlier taxable years, but after December 
31, 1986, the alternative rate will be 
34%. Capital losses will continue to be 
allowed against capital gains. 

Under present law, gain or loss gener- 
ally is not recognized to a corporation 
on distributions of assets in liquidation 
or, under certain circumstances, on a 
sale of assets in liquidation. Reccgnition 
was required in a few instances under 
statutory and judicial policies. The new 
law provides for gain or loss to be 
recognized to a corporation on liquidat- 
ing distributions of property, as if the 
property had been sold at its fair market 
value, and liquidating sales of property. 
This presents virtually a complete repeal 
of the so-called General Utilities doc- 
trine. Application of the new rule is 
generally limited to liquidations com- 
pleted after December 31, 1986. Liquida- 
tions completed before January 1, 1988, 
are grandfathered if pursuant to a plan 
adopted before August 1, 1986, or a 
binding contract for sale entered into 
before August 1, 1986. Complete relief 
is provided for small, closely-held cor- 
porations if the liquidation is completed 
before January 1, 1989. These are cor- 
porations not exceeding $5 million in 
value and where more than 50% of the 
stock is owned directly or indirectly for 
a substantial period by no more than 
10 individuals. 


Tax Accounting Rules 

Partnerships, S corporations, and per- 
sonal service corporations are required 
to use a taxable year that generally 
conforms to the taxable years of their 
owners. In most cases, this will be the 
calendar year. The provision is effective 
for years beginning after December 31, 
1986. A partner or shareholder (other 
than a shareholder in a personal service 
corporation) who is required by this 
rule to include more than 12 months 
of income in a single taxable year is 
permitted to include the excess ratably 
over a period of four taxable years. 

The cash method of accounting is 
prohibited to most corporations and 
partnerships that have corporations as 
partners, and certain other entities. 
Entities excepted from the rule include 
those in the farming and timber busi- 
nesses, qualified personal service cor- 
porations, and entities (other than tax 
shelters) with average annual gross 


receipts of $5 million or less. Generally, 
corporations practicing in the professions 
such as law, medicine, and accounting 
will be considered personal service cor- 
porations and thus permitted to con- 
tinue to use the cash method. The 
provision is effective for taxable years 
beginning after December 31, 1986. Adjust- 
ments required by the provision may 
be taken into income over a period not 
to exceed four years. 


New Rules Affecting Trusts 

The Clifford Trust rules have been 
substantially revised. The income of a 
trust will be taxed to the grantor if the 
trust corpus will revert to the grantor 


This tax legislation is far- 
reaching in many respects, not 
the least of which is the 
effect of its provisions 
well into the 1990’s 


or the grantor’s spouse at any time. 
An exception is provided where the trust 
corpus may revert to the grantor only 
after the death of the income beneficiary 
before age 21 who is a lineal descendent 
of the grantor. This provision applies 
to transfers in trust made after March 
1, 1986, except for trusts created pur- 
suant to a binding property settlement 
entered into before March 1, 1986. In 
addition, a new provision nicknamed 
the “kiddie tax” requires all unearned 
income in excess of $1,000 of a child 
under the age of 14 years to be taxed 
at the highest marginal rate of the child’s 
parents. 


Where Will It End? 

One of the criticisms of Congress’ 
recent propensity toward “machine gun” 
tax legislation is the inability of taxpay- 
ers to adapt to new legislation before 
it is changed again. This year’s offering 
is far-reaching in many respects, not the 
least of which is the effect of its provi- 
sions well into the 1990’s. Taxpayers are 
presently making plans based upon these 
long-range provisions. Some are con- 
cerned, however, that Congress will 
change the rules again before they have 
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even “sunk in.” The Senate amendment 
included a five-year moratorium on major 
tax revision. The provision did not, how- 
ever, survive the conference committee. 
Only time will tell how long Congress 
can control itself. The economic well- 
being of too many businesses, their employ- 
ees, owners and trading partners is depen- 
dent upon tax planning. Perhaps now 
is the time for a truce in tax legislation 
for awhile, at least until taxpayers under- 
stand and can reasonably react to these 
far-reaching provisions. BJ 


! Fifteen years separated the 1939 and 1954 
Codes, and another 15 until the Tax Reform 
Act of 1969. 

2 The Miami Herald, Sunday, September 
28, 1986, page 1A. 

3 For example, in the case of a married 
couple filing jointly who have two children, 
in 1988 the benefit of the personal exemptions 
will begin to be phased out at $149,250 and 
will completely phase out at $192,930. 

4“T might call to your attention that the 
explanations given by the two leading tax 
services as to how this seven-year averaging 
device works are quite inconsistent. You may 
be interested to know that to see how the 
new law might work compared with the old, 
we made up 720 different practical examples 
and fed them into a computer along with six 
different possible ways of interpreting the new 
law, as well as the old law. We thus compiled 
4,320 illustrations of how the new law might 
work.” (Worthy, The Current Status of Regu- 
lations Under the Tax Reform Act, 1971 
So. CALIF. Tax INsT. 1, 13—14.) 


Samuel C. Ullman received his 
B.A. and J.D. degrees from the 
University of Florida and an LL.M. 
degree (taxation) from the University 
of Miami. Mr. Ullman is a member 
of the firm of Smathers and 
Thompson in Miami, and is a board 
certified tax lawyer. He is former 
chairman of the Tax Section of The 
Florida Bar and is a fellow of Amer- 
ican College of Tax Counsel. He has 
served as adjunct professor (taxa- 
tion) at the University of Miami 
School of Law since 1976. 
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SERVICE 
THAT SUITS 
YOU TO 

A TEA. 


Asanattomey, you realize 
that title insurance is a 
business in which speed, 
accuracy and know-how are 
vital. And that makes good 
service absolutely essential. 

At The Fund we're fond of 
saying that our service suits 
you to a tea. 

We think it’s a fitting 
phrase. After all, just as you’d 
expect a tea to be strong, 
fresh and well-seasoned — 
well, aren't these the very 
qualities that make for a 
trusted title insurance 
company? 

We certainly think so. 

Our service orientation 
can be seen in things both 
large and small. Whatever 
size policy, The Fund is 
thoroughly capable — 


the result of over 36 years’ 
experience in Florida real 
estate law. Our aim is to 
make sure everything is 


That's service. But then, 
the Fund has always been 
pledged to working with you, 
not against you. 

So please think of us when 
your thoughts turn to title 
insurance. Or tea for that 
matter. And don’t hesitate to 
call if you think we can be of 
help. Because when it comes 
to serving the attorney, we 
never run out of steam. 
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he 1986 tax legislation con- 
K tains many provisions that 
will revolutionize the think- 
ing of Florida lawyers insofar as their 
own tax planning is concerned. This 
article will focus on many of those law 
changes and will analyze how the Florida 
lawyer will have to react to adapt to 
the new provisions. The discussion will 
be a practical one and will highlight plan- 
ning alternatives rather than a detailed 
examination of the Act’s provisions. The 
authors have intentionally minimized cita- 
tions to specific Act sections and other 
authorities. 


To Be Incorporated or Not? 
This question is asked in two ways. 
First, is it still advisable to incorporate? 


How Will 


Impact 


the Typical 
Florida Lawyer 


by Edward Heilbronner and Seth Stopek 


Second, should we remain incorporated? 
It is generally the first issue that arises 
in a tax planning discussion with Florida 
attorneys concerning their practices. 
There is no right or wrong response 
to the question. The Tax Reform Act 
of 1986 (hereinafter “the 1986 Act”) is 
the latest chapter in an overall effort 
in Congress to eliminate the tax advan- 
tages of incorporated versus unincorpo- 
rated practice. Ever since The Tax Equity 
and Fiscal Responsibility Act of 1982 
(TEFRA), for the most part, there have 
been few distinctions between the retire- 
ment plans available to the incorporated 
as compared to the unincorporated prac- 
titioner. The amount of deductions for 
contributions does not depend upon incor- 
porated status, although there was (and 


still is) a major distinction in terms of 
availability of plan loans. The unincor- 
porated practitioner does not have loans 
as an option. However, with this dis- 
tinction aside, retirement planning possi- 
bilities are not enhanced by incorporation. 

Prior to the 1986 Act, certain other 
fringe benefits were available to the incor- 
porated practitioner which were not avail- 
able to the unincorporated practitioner 
to the same extent, if at all. For example, 
the incorporated practitioner could pay 
health insurance premiums and disability 
income insurance premiums in a discrim- 
inating manner (only for principals) and 
the premiums were tax deductible and 
not includable in the income of the insured 
attorneys. Also, medical expense reim- 
bursement plans and group term life insur- 
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ance plans could be maintained and if 
certain discrimination rules were com- 
plied with, tax deductions were secured 
at the professional corporation level and 
the recipients of the benefits were not 
subject to individual taxation. The 1986 
Act has extended the concept of nondis- 
crimination into the medical insurance 
and disability income insurance areas with 
the result that these plans may no longer 
be feasible economically once the new 
rules are effective (1988). 

Some tax practitioners (the authors 
were not among them) have advocated 
that professional corporations should pay 
tax on income each year at lower cor- 
porate rates and accumulate the income 
for ultimate distribution to the profession- 
als at capital gain rates. This has often 
been mentioned as a benefit of incorpora- 
tion. With the elimination of capital gains 
and new individual tax rates which are 
often lower than the corporate rates, it 
becomes harder to comprehend why this 
technique remains a viable alternative. 
A further argument against accumulation 
can be based on the new provision in 
the 1986 Act which will tax corporations 
on appreciation inherent in assets distri- 
buted to stockholders in a liquidation. 
It would seem that incorporated practi- 
tioners should want to distribute out cor- 
porate income each year in tax deductible 
fashion as compensation or retirement 
plan benefits so as to avoid tax being 
imposed at two levels. This being the 
case, another tax argument for incor- 
porated status is gone. 

Other tax arguments for incorporation 
often advanced are that (a) professional 
corporation audits seem to result in less 
onerous problems than Schedule C audits 
for the self-employed and (b) certain 
deductions may be sustained on corporate 
returns which are not allowable on indi- 
vidual returns; for example, under the 
1986 Act, there appears to be a distinction 
between interest paid on a P.A.’s automo- 
bile loan as compared to interest paid 
by an individual for the same loan. 

When all the advantages and disadvan- 
tages are weighed, the authors cannot 
advocate incorporation at this point solely 
for tax purposes. However, other devel- 
opments, primarily the professional liabil- 
ity crisis, make incorporation still the 
most viable choice. Certainly in a multi- 
principal firm, the ability to protect your- 
self from the negligent acts of another 
principal not under your supervision or 
control makes incorporation more desir- 
able than ever. The 1986 Act does not 


contain provisions that would make incor- 
porated practice worse than unincorpor- 
ated practice. Therefore, for liability 
protection purposes, the authors find them- 
selves recommending incorporation to 
inquiring practitioners.' Moreover, the 
authors have found over the years that 
P.A. status encourages a worthwhile dis- 
cipline in terms of payment of taxes. 
Systematic withholding has eliminated the 
need to search for funds each April 15th 
to pay tax obligations. 

A word of caution: Any Florida prac- 
titioner thinking of liquidating his pro- 
fessional association in reaction to the 
1986 Act should carefully consider the 
tax cost of doing so before proceeding. 
In TEFRA, Congress enacted a special 
section allowing professional corporations 


The authors cannot 
advocate incorporation 
at this point solely | 
for tax purposes 


a limited amount of time to liquidate 
without significant tax problems from 
existing accounts receivable. The period 
provided by Congress has elapsed and 
a liquidation today may give rise to sig- 
nificant tax costs at the corporate level. 
Accounts receivable of a liquidating cor- 
poration must be treated as income by 
a liquidating corporation in its final return 
irrespective of the fact that the funds 
have not yet been received. This can 
result in an unforeseen large corporate 
tax and, in addition, a second tax is 
imposed at the individual level upon the 
receipt by the stockholder of the receiv- 
ables. This means that if a corporate 
liquidation is planned in response to the 
1986 Act, careful planning must occur 
so as to avoid a bad tax result. 


S Corporation or Regular Status? 

At first glance, S corporation status 
seems preferable. An S corporation is 
a hybrid with elements of both a corpora- 
tion and a partnership. Stockholders are 
taxed directly on the corporation’s in- 
come, as if the operation were a partner- 
ship. If one accepts the premise that 
the 1986 Act makes tax at the individual 
level the best choice and that a concerted 
effort should be made to avoid having 
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to pay tax at the corporate level, then 
what could be better than S corporation 
status where the bottom line corporate 
income is taxed to the stockholders and 
can be distributed to the stockholders 
without further tax and no tax is incurred 
at the corporate level? S status would 
seem to offer limited liability as well 
as no double taxation. 

This choice seems even easier when 
you recognize that professional service 
corporations can no longer have fiscal 
years but must switch to calendar years 
unless the Treasury can be convinced 
that there is a business purpose for a 
year other than the calendar year. In 
the past, professional corporations tended 
not to be S corporations because S cor- 
porations had very limited opportunities 
to use fiscal years. These opportunities 
have been effectively eliminated. 

Irrespective of the above reasons for 
adopting S status, the decision to change 
to S status is not so clear cut and the 
reasons for this are as follows: First, 
principals in retirement plans of S cor- 
porations cannot have plan loans so if 
a professional corporation intends to elect 
S corporation status, it appears that out- 
standing plan loans will have to be repaid. 
Second, stockholders owning two per- 
cent or more of the stock of an S corpora- 
tion cannot exclude fringe benefits from 
income as can be done if regular corpora- 
tion status is maintained. This affects 
medical expense reimbursement plans, dis- 
ability insurance premiums and medical 
insurance premiums (although self-em- 
ployeds now have a 25 percent deduction 
for the latter). Thus, while S corporation 
status removes some operational head- 
aches and makes for some more flexibility 
in planning, there are definite disadvan- 
tages. Each case must be analyzed on 
its own facts. If a professional corpora- 
tion client has not been making use of 
plan loans and does not intend to borrow 
from his plan and if the client can live 
with the fringe benefit restrictions, then 
an S election makes sense. If not, then 
regular corporation status should be main- 
tained and with sound year-end tax plan- 
ning, the double tax disadvantage of 
regular corporation status can be mini- 
mized. 


Impact of Pension Changes 

Clearly one of the most significant 
changes affecting Florida practitioners will 
be the elimination of the use of an IRA 
when the practitioner is already a partici- 
pant in a qualified plan and has $50,000 


of adjusted gross income (less for single 
taxpayers). This change may be able to 
be met with additional retirement plan- 
ning since, for the most part, available 
dollar and percentage limitations have 
survived the 1986 onslaught. In other 
words, if there is room, formulas of exist- 
ing qualified plans can be increased to 
pick up the lost IRA contributions. The 
cost for doing this could be increased 
costs for lay employees. 

In order to minimize costs for lay employ- 
ees, practitioners should learn more about 
§401(k) plans. This type of plan encour- 
ages voluntary participation in contri- 
butions by all employees. Some of the 
attractiveness of this type of plan has 
been lost due to the new limitations con- 
tained in the 1986 Act ($7,000 maximum 
annual deferral and the nondiscrimina- 
tion test changes). However, §401(k) plans 
remain very viable and may be the appro- 
priate vehicle to use now that the IRA 
is no longer available in addition to the 
qualified plan. Profits are no longer 
required as a condition for deductibility 
of contributions. An in-depth analysis 
of §401(k) and its advantages could be 
the subject for an entire article, but an 
awareness of its benefits, particularly in 
lieu of an IRA, is essential. Always inquire 
into the administrative costs of maintain- 
ing this type of plan before adopting 
the plan. These costs are usually higher 
than the costs of other, more conven- 
tional, types of plans. 

There are new coverage and participa- 
tion tests contained in the 1986 Act 
(effective in 1989) and these tests may 
mean the end of separate plans main- 
tained by incorporated partners in part- 
nership of professional corporation situa- 
tions and separate plans maintained 
within one partnership or professional 
corporation for the principals. The previ- 
ously valid concept of comparability as 
provided for in Rev.Rul. 81-202, 1981-2 
C.B. 93, has been eliminated by rules 
contained in the 1986 Act requiring that 
plans cover at least 50 employees or 40 
percent of all nonexcludable employees 
of the employer. Affiliated employers are 
treated as one. What is the likely result 
of all this? The elimination of multiple 
plans by merging all the plans into one 
— not the elimination of the separate 
corporations in the partnership of pro- 
fessional corporation context. 

1989 will bring another round of 
revisions for retirement plans. Vesting 
rules have again been altered. After 
TEFRA, three-year eligibility to partici- 


pate and 100 percent vesting appeared 
best for top heavy plans (the usual case). 
Now, a change that will require full vesting 
if the eligibility period is two years should 
mean a return to one-year eligibility with 
graded six-year vesting—20 percent after 
two years of service; 40 percent after 
three years of service; 60 percent after 
four years of service; 80 percent after 
five years of service and 100 percent after 
six years of service — in top heavy cases. 
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There are new distribution rules effec- 
tive in 1987 which will eliminate the avail- 
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Planning for distributions cannot be 
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qualified plans. The authors have found 
that rollover IRA’s offer great flexibility 
and the continued growth of funds on 
a tax-free basis makes the IRA a very 
viable choice for most recipients. The 
1986 Act further enhances the benefits 
of this alternative. 

Plan loans remain a planning tool, 
but the rules are more restrictive. Princi- 
pals will no longer be able to deduct 
interest payments on post-1986 loans — 
instead the participant’s basis under the 
plan will be increased by the amount 
of nondeductible interest paid. Inciden- 


The authors have found 
that rollover IRA’s 
offer great flexibility 


tally, the consumer interest rules preclude 
interest deductions on pre-1987 loans 
unless, among other things, the princi- 
pal’s home is the security for the loan. 
In view of the new restrictions, it just 
may be easier to borrow outside the plan 
arena. 


The Fiscal Year Change 

Incorporated professionals must now 
consider the implications of the previ- 
ously noted law change that will require 
professional corporations to switch to 
a calendar year commencing with years 
beginning in 1987. This provision can 
result in considerable bunching of income 
unless careful planning occurs. For exam- 
ple, assume a practitioner whose P.A. 
fiscal year has always ended in March 
and who always drew the bulk of his 
taxable compensation between January 
I and March 31. This practitioner will 
be faced with a second P.A. year-end 
in 1987 and will likely have considerably 
more income in 1987 than he would prefer 
because he will have to withdraw more 
compensation income during the new stub 
period which will commence on April 
1 and end on December 31, 1987. Now 
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is the time to address this issue. Maybe 
S corporation status can help. There is 
four-year transition relief for partners 
or shareholders in S corporations, but 
planning is required in order to qualify 
to take advantage of the transition rule. 


Do Buy-Sell Agreements 
Require Review? 

Prior to the 1986 Act, the distinction 
between capital gain and ordinary income 
often produced conflicting interests be- 
tween the lawyer and his firm in the 
area of the firm’s buy-sell agreement. 
While on the one hand the payment of 
the redemption price of shares of a pro- 
fessional corporation was nondeductible 
to the firm, the proceeds from that sale 
to the departing attorney were taxed at 
favorab!e capital gains rates. On the other 
hand, deferred compensation arrange- 
ments permitted the firm to deduct the 
payments, but the departing attorney recog- 
nized deferred compensation payments 
at the higher ordinary income rates. The 
Act’s elimination of the capital gain— 
ordinary income distinction extinguishes 
the previous conflicts and, indeed, makes 
deferred compensation arrangements 
more attractive. Unlike before, the depart- 
ing attorney is not now adversely affected 
by deferred compensation and the de- 
ductibility of deferred compensation by 
the firm remains intact, significantly reduc- 
ing the tax cost of compensating a depart- 
ing attorney. 


What about Business Entertainment 
Costs? Travel Costs? Other Business 
Expenses? Home Office Deductions? 
Business Autos? 

Suffice it to say, the 1986 Act imposes 
greater limitations on the deductibility 
of these expenses. The 1986 Act generally 
reduces to 80 percent the amount of 
the deduction otherwise allowable for busi- 
ness entertainment expenses. To the extent 
an employer reimburses such business 
entertainment expenses, the employer is 
subject to the 80 percent rule. Business 
meals and beverages are subject to a 
requirement of having a greater business 
connection than before. Travel expenses 
for attending conventions and seminars 
are allowable as deductions only to the 
extent they are incurred in carrying out 
a trade or business (i.e., directly related 
to ones law practice). Expenses for busi- 
ness conventions offering minimal busi- 
ness related activities, particularly where 
video-taped lectures are to be reviewed 
at the convenience of the convention par- 


ticipant, will be scrutinized more care- 
fully. 

Unreimbursed employee business expen- 
ses, investment expenses and other mis- 
cellaneous itemized deductions such as 
professional dues, safe deposit box rentals, 
business publications and investment expen- 
ses as well as tax return preparation expen- 
ses and other tax planning fees will be 
subject to a floor of two percent of ones 
adjusted gross income. New rules signif- 
icantly limiting deductible home-office 
expenses where an employee leases a 
portion of his house to his employer 
are also imposed. All of this requires 


The departing attorney 
is not now adversely 
affected by deferred 

compensation and the 

deductibility of deferred 
compensation by the 
firm remains intact 


careful documentation and evaluation of 
business entertainment and travel expen- 
ditures. It would appear that direct pay- 
ment of the costs by the incorporated 
firm offers a tax advantage (the elimina- 
tion of the two percent floor). 

In the case of business automobiles, 
taxpayers will lose the benefit of more 
favorable accelerated depreciation, invest- 
ment tax credits and deductions for inter- 
est on indebtedness carried to purchase 
the auto. As in the case of other business 
expenses, purchase and ownership of the 
auto by the incorporated firm may 
improve tax consequences, particularly 
interest deductions otherwise lost. Cau- 
tion must be exercised here as transfer 
taxes and increased commercial auto insur- 
ance premiums may eliminate any tax 
savings. 


Should Investment Strategies 
Be Changed? 

The 1986 Act is a broad-based tax 
plan that substantially reduces personal 
income tax rates while eliminating or 
substantially modifying many deductions, 
tax credits and other provisions previ- 
ously used by middle and upper income 
individuals to reduce their taxes. 

Tax shelters are a primary target of 


the 1986 Act. The investment tax credit 
is repealed. Accelerated depreciation has 
been made far less advantageous, partic- 
ularly in the case of depreciable real prop- 
erty. The limitations on investment 
interest deductions have been strength- 
ened. The “at risk” rules have been 
extended to real estate investments to 
a limited degree further strapping the 
availability of deductible losses from these 
activities. Most of all, however, the new 


“passive loss” limitations confine the 
deductibility of losses to income gener- 
ated by other such passive activities and 
prevent, as a general rule, use of such 
losses to reduce earned income such as 
wages and salaries and “portfolio” income 
such as interest, dividends and royalties. 

What does all this mean to your invest- 
ment strategies? At this early stage, some 
reasonable conclusions can be drawn: 

(a) Real estate will likely undergo price 
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and financing arrangement adjustments. 
The economic merits of real estate trans- 
actions in particular must be more closely 
scrutinized and evaluated. The availabil- 
ity of loss deductions to reduce earned 
income and “portfolio” income can no 
longer be considered to be a “return” 
on your passive real estate investments. 
For this reason, real property values 
inflated in the past to produce losses 
usable against other income on a current 
basis are likely to fall to lower levels 
determined by nontax economic factors 
alone. 

(b) Income produced from real estate 
activities is likely to become a far greater 
investor objective. Indeed, income struc- 
tured deals should surface designed to 
permit passive losses from pre-1986 deals 
to shelter income from post-Act deals. 

(c) Dividends and interest will no longer 
be the stepchild of capital gains. Dollars 
discouraged from going into tax shelters, 
including real property, are likely to be 
diverted to the stock and bond markets. 
Income, in the case of the stock and 
bond markets, will be more important 
to investors, with shares of companies 
with high dividend payouts likely to sell 
at appreciated prices. Further, the absence 
of any holding period is likely to encour- 
age greater trading frequency and volume. 

(d) Tax free municipal bonds and bond 
mutual funds continue to appear to offer 
an attractive tax environment since many 
of their favorable features are untouched 
by the 1986 Act. 

(e) The use of qualified pension and 
profit sharing plans, including 401(k) 
plans, is encouraged as the 1986 Act 
has done little to discourage the focus 
on these tax deferred investment vehicles. 

(f) Deferred annuities are likely to be 
the subject of greater focus of attention 
by investors seeking to defer tax on cur- 
rent capital build up. 


How Do You Plan for Children’s 
College Education Costs? 

The 1986 Act makes dramatic changes 
to the popular income splitting and tax 
deferral mechanisms previously used by 
families to fund college costs of children. 
With limited exception, the income of 
10-year “Clifford Trusts,” where the 
grantor retains a reversionary interest for 
trust corpus, is taxable to the grantor, 
effective with respect to transfers to trusts 
occurring after March 1, 1986. Practically 
speaking, therefore, new Clifford Trusts 
are no longer a viable planning technique 
in this area. 
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Further, the tax on all net unearned 
income over $1,000 of a child under 14 
years of age, regardless of the source 
of the assets creating the child’s income, 
will be equal to the additional amount 
of tax that the parent would be required 
to pay if the unearned income were 
included in the parent’s taxable income. 
This rule applies both to unearned income 
derived by children under 14 from exist- 
ing Clifford Trusts whenever established, 
as well as to assets owned outright by 
children in custodial or other form. 
Tax planning for educational expenses 
is therefore somewhat limited to outright 


Any practitioner who 
assumes that his taxes 
will be lower under this 
Act ...is going to be 
surprised 


gifts subject to the under 14 rule, and, 
perhaps, to investment vehicles permit- 
ting tax deferral to parents without sub- 
stantial penalty for later withdrawals 
applied to education costs. This is not 
all bad as income derived by children 
14 years and older is taxed at the child’s 
effective tax rates, will be out of the 
taxable estates of the parents, and as a 
general rule, will be unavailable to the 
claims of the parents’ creditors. The advan- 
tage of favorable tax rates to children 
14 years and older over the period that 
college costs are incurred remains a viable 
planning tool. However, keep in mind 
that there no longer is a huge tax differ- 
ential between the child’s tax bracket 
and the bracket of his parents. 

The new Florida Transfer to Minors 
Act which extends from 18 to 21 years 
of age the date upon which children are 
entitled to a dissolution of the custodial 
account serves this more simplified 
approach. (See F.S. §710.101, et seq.). 
Tax deferred annuities and universal life 
insurance policies also may serve as tax 
deferral vehicles which can be used to 
fund future education costs. Finally, the 
1986 Act preserves mortgage interest 
deductions on first and second homes 
where the proceeds are used for meeting 
educational expenses. 


Conclusion 

The message from the above analysis 
should be clear. The 1986 Tax Act 
provisions are far-reaching and will 
impact each Florida practitioner. How- 
ever, with proper thought and planning, 
tax savings can be achieved. Any practi- 
tioner who blindly assumes that his taxes 
will be lower under this Act and therefore 
nothing needs to be done is going to 
be surprised. BJ 


'A recent article studies and criticizes cer- 
tain recent non-Florida cases (See e.g., First 
Bank & Trust Co. v. Zagoria, 250 Ga. 844, 
302 S.E.2d 674 (1983)) which have not upheld 
limited liability protection in a professional 
corporation context. In effect, the courts in 
those cases regarded the professionals as part- 
ners irrespective of the fact that they were 
practicing in corporate form. See Paas, Pro- 
fessional Corporations and Attorney-Share- 
holders: The Decline of Limited Liability, 1986 
UNIV. OF IOWA (THE JOURNAL OF CORPORATION 
Law) 371. 
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Investing Real Estate: 
Back the Basics 


by Charles H. Egerton, Paul M. Naponick and Stephen R. Looney 


ver the past two decades the 
real estate industry has 
enjoyed a multitude of spe- 
cial tax breaks which have encouraged 
investment in real estate ventures. As a 
result of these tax breaks, an increasing 
number of investors have become involved 
in transactions which make little or no 
economic sense, but which produce sig- 
nificant tax benefits for the investor. 
With the enactment of the Tax Reform 
Act of 1986 (“TRA ’86”), many, if not 
most, of the significant tax incentives 
previously available to investors in real 
estate have either been eliminated or 
sharply curtailed. In their place has been 
substituted a highly complex and confus- 
ing array of provisions that completely 
change the rules of the game for real 


estate investors and their advisors. At 
the heart of these new provisions lies a 
common theme: an investor’s primary 
motive for investing in a real estate ven- 
ture should be because it is economically 
feasible and not because it produces tax 
benefits for him. This article focuses pri- 
marily on individual, rather than cor- 
porate, investors, and will highlight only 
a select few of the more significant changes 
which return real estate investing back 
to the basics. 


Capital Gain Provisions 

One of the most controversial and 
higkly publicized provisions of TRA °86 
is the repeal of the preferential treatment 
of long-term capital gains. Under current 
law, an individual may deduct from gross 


income 60 percent of his long-term capital 
gains.! Thus, a taxpayer in the highest 
marginal tax bracket under pre-TRA ’86 
law (50 percent) would pay an effective 
tax rate of only 20 percent on his long- 
term capital gains. TRA ’86 repeals the 
deduction for long-term capital gains 
effective for taxable years beginning after 
December 31, 1986,2 and consequently, 
all income, capital or ordinary, will be 
taxed at the same rate. 

One aspect of TRA °86 that has not 
been highly publicized, however, is that 
the current statutory structure for capital 
gains and losses will remain basically 
intact under the new law so that gains 
and losses will still be characterized as 
either ordinary or capital, and capital 
gains and losses will still be classified 
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as either long term or short term. One 
of the most significant effects of retaining 
the current capital gain structure is that 
losses from the sale or exchange of capital 
assets will still remain subject to the cap- 
ital loss limitation rules. Under these rules, 
as amended by TRA ’86, capital losses 
(long term and short term) will be deduct- 
ible in full against capital gains (long 
term or short term), but may only offset 
ordinary income up to a maximum of 
$3,000 in any one taxable year.* However, 
unlike current law which provides that 
two dollars of long-term capital loss is 
required to offset each one dollar of 
ordinary income, long-term capital losses 
will now be allowed to offset ordinary 
income on a dollar for dollar basis.5 Any 
capital losses in excess of the $3,000 lim- 
itation may be carried forward just as 
under present law. 

The changes implemented in the capital 
gains area by TRA 1986 may cause a 
new twist with respect to an old argu- 
ment. Under current law, an individual 
selling real estate is eligible for the capital 
gains deduction provided he sells or 
exchanges a “capital asset” which he has 
held for more than six months.‘ A capital 
asset is defined as any property held 
by the taxpayer other than, among other 
things, property held by the taxpayer 
primarily for sale to customers in the 
ordinary course of his trade or business.” 
In other words, “dealers” in real estate 
are precluded from taking advantage of 
the capital gains deduction. The adverse 
tax consequences of being classified as 
a dealer created a multitude of litigation 
concerning the dealer status of taxpayers, 
with the taxpayer generally arguing that 
he was an investor and the Internal Rev- 
enue Service arguing that the taxpayer 
was a dealer.’ 

While taxpayers normally want to avoid 
dealer status under current law, TRA 
*86 may actually make it advantageous 
for some taxpayers to be characterized 
as a dealer. If a taxpayer is classified 
as a dealer, any loss from the sale of 
his property will be an ordinary loss 
as opposed to a capital loss, and as such, 
will not be subject to the $3,000 maxi- 
mum offset rule. Furthermore, a taxpayer 
arguing for dealer status in order to avoid 
the capital loss limitation rules would 
not be jeopardizing any beneficial treat- 
ment accorded to his capital gains since, 
beginning in 1988 and thereafter, there 
will no longer be any beneficial treatment 
given to capital gains.® Given this “every- 
thing to gain, nothing to lose” situation, 


it will not be surprising to find a new 
wave of litigation concerning the status 
of taxpayers as dealers, but with the 
taxpayer now arguing that he is a dealer 
and the Internal Revenue Service arguing 
that the taxpayer is an investor. 

The repeal of the capital gains deduc- 
tion will also affect taxpayers presently 
reporting income under the installment 
sales method. Payments received by 
nondealer taxpayers under the install- 
ment sales method generally represent: 
(1) a tax-free recovery of basis; and (2) 
capital gain, against which the taxpayer 
is entitled to a capital gains deduction. 
The elimination of the preferential treat- 
ment for long-term capital gains by TRA 
°86 will cause that portion of any payment 


TRA 86 repeals the 
deduction for long-term 
capital gains effective for 

taxable years beginning after 
December 31, 1986, and 
consequently, al! income, 
capital or ordinary, 
will be taxed 
at the same rate. 


representing capital gain received after 
December 31, 1986, to be taxed at the 
same tax rates applicable to ordinary 
income.!° Furthermore, this treatment 
applies regardless of when the disposition 
giving rise to the installment sales obliga- 
tion occurred (i.e., this treatment applies 
to all payments received after December 
31, 1986, even if the disposition giving 
rise to the installment obligation occurred 
before January 1, 1987). 


Accelerated Cost Recovery System 
of Depreciation 

More bad news lies in store for the 
real estate investor in the changes made 
by TRA ’86 to the accelerated cost recov- 
ery system of depreciation (““ACRS”). 
Under present law, the cost of real prop- 
erty (residential or commercial) is gener- 
ally recovered over a 19-year period, using 
a statutory percentage based on the 175 
percent declining balance method.!! These 
accelerated depreciation deductions have 
enabled individuals to invest in real estate 
projects which will have little or no 
positive pretax cash flow during the initial 
years of the project. Under the acceler- 
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ated cost recovery system as amended 
by TRA °86, the cost of residential rental 
property may generally be recovered 
under the straight-line method of depreci- 
ation over a period of 27.5 years, with 
the cost of nonresidential real property 
(commercial property) recoverable under 
the straight-line method over a period 
of 31.5 years.!2 Consequently, no acceler- 
ated depreciation will generally be allowed 
under the new law with respect to res- 
idential rental property (apartment build- 
ings) or commercial real property (office 
buildings).'3 

TRA ’86 also provides for an alter- 
native depreciation system under which 
a taxpayer may recover the cost of 
depreciable real property over a period 
of 40 years under the straight-line 
method.'* Although this system is gener- 
ally elective with the taxpayer on a prop- 
erty by property basis,'5 it is mandatory 
to the extent that property is financed 
by tax-exempt bonds.'® 

The new ACRS rules are generally 
applicable to property placed in service 
after December 31, 1986, except for prop- 
erty covered by special transitional rules.!7 
Additionally, for real estate placed in 
service after December 31, 1986, only 
the depreciation allowable under the alter- 
native depreciation system may be used 
in computing alternative minimum tax- 
able income.'8 

Because TRA ’86 mandates that the 
cost of essentially all depreciable real 
property be recovered exclusively under 
the straight-line method, there will no 
longer be any depreciation recapture on 
the disposition of such property. The 
depreciation recapture provisions of the 
Code operate to recharacterize a portion 
of the seller’s long-term capital gains as 
ordinary income to the extent of all or 
a portion of the depreciation deductions 
taken by the seller on the property sold.!9 
Additionally, any depreciation recapture 
on pre-TRA ’86 property will be of little 
significance to the seller since all gains, 
capital or ordinary, will be taxed at the 
same rate due to the elimination of pref- 
erential tax treatment for long-term cap- 
ital gains. 


At-Risk Rules 

Prior to TRA the “at-risk”2° rules 
were applicable to all business and income 
producing activities except the holding 
of real property. Generally, the at-risk 
rules place a limitation on the amount 
of losses from business and income-pro- 
ducing activities that can be deducted 
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by individuals and certain closely-held 
corporations. The purpose of the at-risk 
rules is to prevent a taxpayer from deduct- 
ing losses in excess of the taxpayer’s 
actual economic investment in the activ- 
ity. Therefore, under the loss limitation 
at-risk rules, a taxpayer’s deductible losses 
from an activity are limited to the amount 
that the taxpayer has placed at-risk in 
the activity (i.e., usually cash contributions 
of the taxpayer and amounts borrowed 
for use in the activity if the taxpayer 
has personal liability).?! 

TRA °86 extends the at-risk rules to 
real estate for property purchased after 
December 31, 1986.22 The importance of 
the at-risk rules to real estate, however, 
has been diminished because (1) the applica- 
tion of the passive activity loss rules (dis- 
cussed below) to real estate curtails the 
use of tax benefits from real estate invest- 
ments far more than the at-risk rules, 
and (2) the at-risk rules contain a “qual- 
ified nonrecourse financing exception” 
which should exempt a significant number 
of real estate transactions from the new 
rules. “Qualified nonrecourse financing” 
includes nonrecourse financing from per- 
sons actively and regularly engaged in 
the business of lending money such as 
banks and savings and loans institutions; 
however, it does not include seller financ- 
ing.23 


Passive Activity Loss Rules 

The passive activity loss (“PAL”) rules” 
were designed to end the use of tax 
shelter losses to offset a taxpayer’s other 
income (e.g., salary). The impact of the 
PAL rules, however, is not limited to 
tax shelters per se. The PAL rules also 
apply to nontax motivated transactions 
in which a taxpayer suffers a real eco- 
nomic loss. 

The general scheme of the PAL rules 


is to separate income, expenses and cred- 
its generated by “activities” into two sep- 
arate parts (i.e., the passive basket and 
the active basket). The passive basket 
includes all income, deductions and cred- 
its from passive activities, and the active 
basket includes all other income, deduc- 
tions and credits which consist principally 
of compensation for services, other forms 
of active income and portfolio income 
(e.g., interest, dividends, royalties, etc.). 
Generally, PAL’s may only be deducted 
against income from passive activities, 
and credits from passive activities may 
only reduce taxes attributable to passive 
activities. Any unused PAL’s and credits 
are suspended and carried forward (but 
not back) as deductions and credits from 
passive activities to the next taxable year.?5 
Generally, any suspended credits and 
losses are allowed in full when the tax- 
payer disposes of his entire interest in 
an activity to an unrelated party in a 
taxable transaction.”6 

The major impact of the PAL rules 
stems from the fact that net losses and 
credits from the passive basket cannot 
be used to shelter income from the active 
basket. Many taxpayers, who in the past 
have made investments in leveraged real 
estate rental activities at least in part 
to shelter other income, will be forced 
to reorient themselves and consider ways 
of producing passive income to offset 
any passive losses generated by their 
“passive” real estate investments. For exam- 
ple, assume: (1) that a family business 
(i.e., a general partnership or an S cor- 
poration) generates taxable income; (2) 
that the parents materially participate in 
the business so that their share of the 
income is active income; and (3) that 
their children own a portion of the busi- 
ness but do not materially participate 
so that their portion of the income is 


passive income. If the family wants to 
invest in rental real estate, the children 
should purchase the real estate because 
any tax losses generated by the real estate 
can shelter their passive income from 
the business. If the parents invested in 
the real estate, any tax losses therefrom 
could not be used to offset their active 
income from the business. It is noted 
that if the parents currently own an inter- 
est in rental real estate, they should con- 
sider the tax consequences associated with 
disposing of such interest prior to selling 
or gifting it to their children. 

Passive Activity. The term “passive activ- 
ity” is defined as (1) any activity which 
involves the conduct of a trade or busi- 
ness in which the taxpayer does not materi- 
ally participate, and (2) any rental 
activity.27 Real estate investments may 
involve rental real estate which is not 
highly service oriented (such as a res- 
idential apartment complex or a commer- 
cial office building). Such properties are 
deemed to involve rental activities, and 
therefore, will be classified as passive 
activities, regardless of whether the tax- 
payer materially participates. A rental 
activity also may include the performance 
of services, if such services are incidental 
to the activity (e.g., a laundry room in 
an apartment building). 

On the other hand, if substantial ser- 
vices are provided in connection with 
the real estate, such as in hotels, real 
estate subdivision developments and con- 
$truction activities, the determination of 
whether such activity is a passive activity 
depends upon whether the taxpayer materi- 
ally participates in the operation or man- 
agement of the activity. At the other 
end of the spectrum, real estate that is 
used exclusively in the taxpayer’s trade 
or business (and no portion of which 
is leased to third parties) will not be 
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classified as a passive activity, and any 
depreciation or interest deductions there- 
from will offset any ordinary income gen- 
erated by the trade or business. 

Material Participation. Material par- 
ticipation is a facts and circumstance deter- 
mination to be made on a case-by-case 
basis. An individual materially partici- 
pates in an activity only if he is involved 
in the activity on a regular, continuous 
and substantial basis.28 With respect to 
an activity conducted by a pass through 
entity such as a general partnership or 
an S corporation, the material participa- 
tion test is applied at the partner or 
shareholder level. A special rule applies 
to limited partners which conclusively 
presumes that a limited partner does not 
materially participate in an activity car- 
ried on by a limited partnership.” 

The significance of material participa- 
tion may be limited in certain types of 
real estate investment. Many real estate 
activities will be classified as rental activ- 
ities, thereby rendering material partici- 
pation inapplicable. Moreover, material 
participation will not be an issue with 
respect to limited partners because they 
are conclusively presumed not to partici- 
pate materially. However, material par- 
ticipation will play an important role 
in the construction industry and hotel 
industry where such activities are carried 
on by sole proprietors, general partner- 
ships or closely-held C corporations (i.e., 
corporations that are subject to normal 
corporate taxes, as distinguished from 
an “S corporation” which is generally 
not subjected to corporate taxes). In addi- 
tion, material participation will be crucial 
to many investors in agricultural ventures 
who maintain a separate trade or business 
(such as citrus grove investments by law- 
yers and doctors). 

As discussed below, certain closely-held 
C corporations and personal service cor- 
porations are subject to the PAL rules. 
Special rules apply to such entities to 
determine whether they materially par- 
ticipate in an activity.3° 

$25,000 Offset for Rental Real Estate 
Activities. The PAL rules contain a relief 
provision for rental real estate held by 
individuals with moderate incomes. An 
individual may offset up to $25,000 of 
income from the active income basket 
with net losses and credits from rental 
real estate, provided that such individual 
actively participates.3! The $25,000 allow- 
ance is phased-out for individuals with 
adjusted gross income between $100,000 
and $150,000. 
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Active participation differs from 
material participation in that active par- 
ticipation can be satisfied without regu- 
lar, continuous and substantial involve- 
ment so long as the taxpayer participates 
in a significant and bona fide sense (i.e., 
making management decisions).32 How- 
ever, an individual is conclusively pre- 
sumed not to be actively participating 
in a rental activity if at any time during 
the taxable year the individual owns less 
than a 10 percent interest in the activity.33 

Taxpayers Subject to the Rule. The 
PAL rules apply to individuals, estates, 
trusts, closely-held C corporations and 
personal service corporations.*4 Personal 
service corporations are defined as cor- 
porations the principal activity of which 

If a seller sells property 
on an installment basis and 
the seller has any debt, 
such as a home mortgage or 
car loan, he may be required 
to recognize income in a 
taxable year even though 
he receives no payments 
during such year. 
is the performance of personal services 
and such services are substantially per- 
formed by employee-owners.35 The term 
employee-owner means any employee 
who owns any stock in the corporation. 
A closely-held C corporation is defined 
as a corporation where five or fewer 
individuals own more than 50 percent 
of the stock of such corporation.3 While 
the PAL rules do not explicitly apply 
to partnerships and S corporations, such 
rules do apply to partners and share- 
holders of such entities to the extent 
they are otherwise subject to the PAL 
rules. 

With respect to closely-held C corpora- 
tions, which are not personal service cor- 
porations, the PAL rules are applied in 
modified form. Such C corporations may 
offset PAL’s against both passive income 
and active business income, but not 
against portfolio income.” 

Passive Activity Loss. The term “pas- 
sive activity loss” is defined as the amount 
by which the aggregate losses from all 
passive activities for the taxable year 
exceed the aggregate income from all 
passive activities for such year.3* Portfo- 
lio income, even if it arises from a passive 


activity, is excluded from passive income. 
Portfolio income includes interest, divi- 
dends, annuities, royalties and capital gain 
from the sale of such portfolio assets 
or property held for investment.39 

Activities. The PAL rules apply to activ- 
ities conducted by a trade or business 
rather than to the trade or business as 
a whole. The Senate report provides that 
a separate activity is to be determined 
in a realistic economic sense based on 
the facts and circumstances involved in 
each case.4° For example, separate real 
estate rental projects built and managed 
in different locations generally constitute 
separate activities, whereas an integrated 
apartment project or shopping center gen- 
erally constitutes a single activity.‘! 

Anti-Abuse Regulations. Treasury has 
authority to promulgate anti-abuse regu- 
lations to prevent sheltering of positive 
income with tax losses from passive activ- 
ities. In certain circumstances, these reg- 
ulations can convert passive income into 
active income. The conference report‘? 
provides the following examples when 
the exercise of such authority may be 
appropriate: (1) ground rents that pro- 
duce income without significant expen- 
ses, (2) related party leases or subleases, 
that have the effect of reducing active 
business income and creating passive 
income, and (3) activities previously gen- 
erating active business losses that the 
taxpayer intentionally seeks to treat as 
passive at a time when they generate 
net income, with the purpose of cir- 
cumventing the PAL rule. 

For example, assume that a shareholder 
who owns a building and leases the build- 
ing to his corporation at a rental fee 
which normally generates taxable losses, 
substantially increases the rents to an 
above-market level in order to generate 
passive income. Under normal circum- 
stances, the corporation would be entitled 
to a deduction for the lease payments 
(assuming they are reasonable) which 
would be a deduction from its ordinary 
income, and the shareholder should gen- 
erate passive income which he could offset 
with passive losses from other passive 
investments. However, the anti-abuse reg- 
ulations may apply to this situation and 
reclassify such lease payments as active 
income to the lessee so that they cannot 
be offset by the lessee’s passive losses. 

Effective Dates. The PAL rules gener- 
ally are effective for taxable years begin- 
ning after December 31, 1986. However, 
a phase-in rule*? applies to taxpayers who 
invested in tax shelters prior to October 
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22, 1986, the time that TRA ’86 was 
signed into law (“pre-enactment shelters”). 
The phase-in rule provides that losses 
from pre-enactment shelters can be writ- 


ten off 100 percent in 1986, 65 percent. 


in 1987, 40 percent in 1988, 20 percent 
in 1989 and 10 percent in 1990. In order 
to qualify for the transitional relief, the 
pre-enactment shelter must have com- 
menced by the date of enactment. For 
example, a rental activity commences 
when the property has been placed in 
service. 

The phase-in provisions of the PAL 
rules apply only to the calculation of a 
taxpayer’s regular income tax liability. 
It is important to note that there is no 
phase-in rule for preenactment shelters 
with respect to the calculation of the 
tough new alternative minimum tax. For 
taxpayers on the edge of, or already sub- 
ject to, the alternative minimum tax 
during the phase-in period, any PAL’s 
allowed as a deduction against the tax- 
payer’s taxable income because of the 
phase-in rules could nevertheless be sub- 
ject to tax at the alternative minimum 
tax rate of 21 percent. 


Installment Sales Provisions 

If property is sold and the terms of 
payment call for at least one payment 
to be received after the close of the tax- 
able year in which the closing occurs, 
the seller will not recognize all of his 
income immediately on the sale, but will 
recognize income only as he receives pay- 
ments from the buyer under the install- 
ment sales method.44 While the install- 
ment sales method results in a deferral 
of income to the seller, it also necessarily 
delays the receipt of the proceeds on 
the sale. However, under pre-TRA °86 
law a seller could have the “best of both 
worlds” by utilizing the installment sales 
method on his sale of property (resulting 
in a deferral of income) and by borrowing 
an amount of money (the receipt of which 
is tax-free) based on the strength or pledge 
of his installment sales contracts. 

In what might be deemed an over- 
zealous and excessively complex response 
to this perceived inequity, TRA °86 has 
enacted the so-called “proportionate 
disallowance rule.” Under the propor- 
tionate disallowance rule, a seller who 
has any debt, such as a home mortgage 
or car loan, may be required to recognize 
income in a taxable year even though 
he receives no payments during such 
year.*5 Essentially, this rule compares the 
amount of the seller’s installment obliga- 


tions to the total amount of the seller’s 
assets, and treats a proportional part 
of the seller’s debt as a payment received 
by the seller during the taxable year. 
This rule applies regardless of whether 
there is any actual relationship between 
the seller’s debts and his installment sales 
obligations. 

The proportionate disallowance rule 
applies to installment obligations arising 
from one of three types of installment 
sales transactions: (1) dispositions of per- 
sonal property occurring after February 


28, 1986, by a person who regularly sells 
personal property on the installment plan; 
(2) dispositions of real property occurring 
after February 28, 1986, by a dealer in 
real property; and (3) dispositions of real 
property occurring after August 16, 1986, 
which property is used in the seller’s 
trade or business or is held for the 
production of rental income, but only 
if the sales price of the property exceeds 
$150,000.46 These are referred to as 
“applicabie installment obligations.” 

In general, the rule sets forth a formula 
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for calculating the amount of the tax- 
payer’s indebtedness outstanding during 
the taxable year which is allocable to 
his installment obligations subject to the 
proportionate disallowance rule (referred 
to as the “allocable installment indebted- 
ness”).47 The rule treats the allocable install- 
ment indebtedness as a payment on those 
installment obligations of the taxpayer 
subject to the rule which arise durin 2 
the taxable year and which are outstand- 
ing as of the close of such taxable year.“ 
The amount deemed received by the tax- 
payer under the rule is subject to the 
normal installment sales rules, and as 
such, the seller will be required to recog- 
nize gain (determined in accordance with 
the gross profit ratio on the particular 
contract) on the amount he is deemed 
to receive during the taxable year under 
the rule.4® Consequently, the proportion- 
ate disallowance rule accelerates recogni- 
tion of gain on the disposition of property 
that would otherwise be deferred under 
the installment sales method. 

As subsequent payments are actually 
received by the taxpayer on these install- 
ment obligations, no gain will be recog- 
nized by him to the extent of the payments 
previously deemed received by the tax- 
payer under the proportionate disallow- 
ance rule on such installment obliga- 
tions.5° As a planning tip, sellers who 
are likely to be caught by this new rule 
should estimate the amount of their 
deemed payments arising from a pending 
sale and negotiate to obtain cash pay- 
ments from the buyer equal to the amount 
of the deemed payment (or at least enough 
to pay the tax on the deemed payment) 
within the first three and one-half months 
of the next taxable year. These cash pay- 
ments can be received tax-free and will 
provide the seller with sufficient cash 
to pay his taxes. 

The most complex part of the new 
installment sales rules involves the com- 
putation of the amount which is deemed 
to be received by the seller as a payment 
on his installment obligations during the 


taxable year. However, by reducing the 
computation to a formula, the amount 
deemed to be received by the seller for 
any taxable year may be calculated as 
follows: 

An additional observation that should 
be made regarding the new installment 
sales rules is that they only apply to 
nondealer sellers if the sale concerns prop- 
erty used in the seller’s trade or business 
or if the property is held for the pro- 
duction of rental income, and then, only 
if the sales price of the property exceeds 
$150,000. Thus, though it might be desir- 
able for a taxpayer to argue that he is 
a dealer so as to avoid the capital loss 
limitations on the sale of loss properties, 
a taxpayer selling property that is neither 
used in his trade or business nor held 


The passive activity loss 
(“PAL”) rules were designed 
to end the use of tax shelter 
losses to offset a taxpayer’s 

other income. 


for the production of rental income would 
not want to be classified as a dealer if 
he desired to avoid the proportionate 
disallowance rule. 

While the proportionate disallowance 
rule discussed above may somewhat dimin- 
ish the benefits of installment reporting, 
TRA ’86 deals installment reporting an 
even more devastating blow in its new 
alternative minimum tax (“AMT”) provi- 
sions. The new AMT provisions increase 
the AMT rates to 21 percent for individ- 
uals, impose a similar AMT on corpora- 
tions at a rate of 20 percent and, most 
importantly, include as an item of tax 
preference for both individuals and cor- 
porations any income that would other- 
wise be deferred under the installment 
sales provisions on installment obliga- 
tions subject to the proportionate disal- 
lowance rule.5! Thus, for example, a 


taxpayer with little or no debt who sells 
real property used in his trade or business 
for $1,000,000 with no down payment 
and a purchase price payable over 10 
years, may use the installment reporting 
method to defer his gains in computing 
his normal taxes and will not be affected 
by the proportionate disallowance rule, 
but must take the entire gain attributable 
to the sale into account in the year of 
sale for purposes of computing his alter- 
native minimum tax. In view of the fact 
that TRA ’86 has substantially broadened 
the base against which the alternative 
minimum tax applies, and has also nar- 
rowed the gap between the maximum 
normal tax rates (28 percent for individ- 
uals and 34 percent for corporations) 
and the AMT rates (21 percent for indi- 
viduals and 20 percent for corporations), 
the new AMT proposals may have all 
but eliminated the benefits normally 
attributable to installment reporting. 


Conclusion 

It is much too early to assess the 
economic impact of TRA 86 on the real 
estate industry. Clearly, many real estate 
projects on the drawing board prior to 
TRA °86 that depended on investors accus- 
tomed to highly leveraged, tax shelter 
packaging as a primary inducement for 
investment will never be built. Congress 
unabashedly sought to neutralize tax 
incentives as a major factor in determining 
the viability of real estate investments 
through the enactment of TRA 86. How- 
ever, for the industrious few who are 
willing to wade through the new provi- 
sions opportunities still exist to obtain 
significant tax advantages for real estate 
investment provided that these invest- 
ments have a sound economic basis. Thus, 
while TRA °86 may place a damper on 
real estate construction in the short run, 
Congress hopes that this wi'l be out- 
weighed by the long-term benefits derived 
by eliminating artificial, solely tax-moti- 
vated deals from the market which in 
many areas have produced a glut of both 


Taxpayer’s Average Quarterly Indebtedness (tax- 
payer’s indebtedness as of the end of each 
quarter of his taxable year=4) or, in the case 
of a nondealer taxpayer, taxpayer’s outstand- 
ing indebtedness as of the close of his taxable 
year 
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Amount Seller is Treated as Receiving = 
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all of taxpayer's + of all other 
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obligations taxpayer 


| deemed payments). 


Allocable Installment Indebtedness attributable 
to Applicable Installment Obligations arising 
in prior taxable years that are outstanding 
as of close of the taxable year (i.e., prior 
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residential and commercial space and have 
artificially inflated prices. Only time will 
tell whether Congress will succeed in 
accomplishing these objectives. BJ 


1! Internal Revenue Code of 1954 §1202(a). 

2 Act §301(a); Act §302(b). Though the top 
individual tax rate for 1987 will be 38.5% 
(see I.R.C. §1(h) as amended by Act §101(a)), 
a special transitional rule fixes the top rate 
for long-term capital gains at 28% in 1987. 
I.R.C. §1(j) as added by Act §302(a). 

3H.R. Rep. No. 99-841, 99th Cong., 2d 
Sess. 104-106 (1986). 

4 Internal Revenue Code of 1986 §1211(b). 
Hereafter, all references to “I.R.C.” shall mean 
the Internal Revenue Code of 1986 unless 
otherwise noted. 

5 Id. 

6 T.R.C. (1954) §1202(a); ILR.C. §§1222(11) 
and 1222(3). 

7TLR.C. §1221(1). 

8 See e.g., Malat v. Riddell, 383 U.S. 569 
(1966) and Mauldin v. Commissioner, 195 F.2d 
714 (10th Cir. 1952). 

9However, in some circumstances it will 
be disadvantageous under the new installment 
sales rules for a taxpayer to be classified as 
a “dealer” for tax purposes. 

10 For 1987, however, Act §302(a) fixes the 
top capital gain rate at 28%. 

(1954) §168(b)(2). 

12 Act §201(a). See I.R.C. §§168(b)(3) and 
168(c). 

13 TRA °86 also subjects all depreciable reai 
property to a “midmonth convention,” under 
which any property placed in service or dis- 
posed of during any month is treated as placed 
in service or disposed of on the midpoint of 
such month. I.R.C. §§168(d)(2) and 168(d) 
(4)(B). 

147. R.C. §§168(g)(1)(E); 168(g)(7); and 
168(g)(2). 

15 T.R.C. §168(g)(7)(A). 

16 T.R.C. §168(g)(1)(C). The alternative depre- 
ciation system is also mandatory for property 
used predominately outside the United States, 
residential rental property leased to a tax- 
exempt entity, and nonresidential real property 
leased to a tax-exempt entity under a “dis- 
qualified lease.” See I.R.C. §§168(g)(1)(A); 
168(g)(1)(B); and 168(h)(1)(B). 

17 Act §203(a)(1)(A). A special rule applies 
to property placed in service after July 31, 
1986, but before January 1, 1987. Such prop- 
erty may, at the election of the taxpayer, be 
recovered under the new ACRS rules. Act 
§203(a)(1)(B). 

18 T.R.C. §56a)(1)(A)(i). 

19 T.R.C. §1245 and §1250. 

20 1.R.C. (1954) §465. 

21 .R.C. §465(b). 

22 Act §501. 

23 1.R.C. §465(b)(6)(B). 

24 LLR.C. §469. 

25 T.R.C. §469(b). 

26 T.R.C. §469(g). 

27 L.R.C. §469(c). 

28 T.R.C. §469(h)(1). In determining whether 
a taxpayer materially participates, the partici- 
pation of the taxpayer’s spouse is taken into 
account. I.R.C. §469(h)(5). 

29 1.R.C. §469(h)(2). 

30 A closely-held C corporation or a personal 


service corporation is treated as materially 
participating in an activity if one or more 
shareholders, owning in the aggregate more 
than 50% (by value) of the stock of the cor- 
poration, materially participate. Moreover, a 
closely-held C corporation that is not a per- 
sonal service corporation may be treated as 
materially participating in an activity if (1) 
for the prior 12-month period at least one 
full-time employee provided active manage- 
ment services; (2) during the same period, 
at least three full-time nonowner employees 
provided services to the activity; and (3) the 
amount of business deductions attributable 
to the activity exceeded 15% of gross income 
of the business. I.R.C. §469(h)(4). 

31 LL R.C. §469(i). 

32 §. Rep. No. 99-313, 99th Cong., 2d Sess. 
737 (1986). 

33 T.R.C. §469(h)(6). 

34. R.C. §469(a)(2). 

35 1.R.C. §469(j)(2). 

36 T.R.C. §469(j)(1). 

37 .R.C. §469(e)(2). 

38 1.R.C. §469(d). 

39 L.R.C. §469(e)(1). 

40S. Rep. No. 99-313, 99th Cong., 2d Sess. 
739 (1986). 

41 Id. at 740. 


42H.R. Rep. No. 99-841, 99th Cong., 2d 
Sess. 147 (1986). 

43 .R.C. §469(1). 

44 1.R.C. §453. The installment method auto- 
matically applies to all installment sales unless 
the seller expressly elects out of the installment 
method under §453(d)(1). Dealers of personal 
property may utilize the installment sales 
method pursuant to the provisions of §453A. 

45 T.R.C. §453C. 

46 T.R.C. §453C(e)(1)(A)(i). The proportion- 
ate disallowance rules does not apply to install- 
ment obligations arising from the disposition 
of “personal use property” or “farm property” 
(I.R.C. §453C(e)(1)(B)), and a special exception 
applies to installment obligations arising from 
dealer sales of timeshare interests and res- 
idential lots (I.R.C. §453C(e)(4)). Special tran- 
sitional relief is also afforded to dealers caught 
by the new rule. Act §811(c)(6) and (7). 

47T.R.C. §453C(b). 

48 T.R.C. §453C(a)(2). 

49 Application of the proportionate disallo- 
wance rule produces what is commonly referred 
to as “phantom income,” i.e., income which 
the taxpayer does not actually receive but 
on which he must pay taxes. 

50 L.R.C. §453C(c)(1). 

51 L.R.C. §56(a)(6). 
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‘Tax Law Notes 


The Tax Reform Act of 1986: 
Provisions Affecting Individual Taxpayers 


by Peter T. Kirkwood 


The Tax Reform Act of 1986 (the “Act”) 
is the most expansive federal tax legisla- 
tion enacted in decades. Congress focused 
primarily on the income tax subchapters 
of the Internal Revenue Code (the 
“Code”). Notwithstanding its promotion 
as a simplification bill, many of the Act’s 
provisions are extraordinarily complex. 
The provisions directly affecting individ- 
ual taxpayers are less complex than those 
related to corporations, partnerships and 
other entities, but the substantive changes 
in the tax laws will have a dramatic 
effect on the determination of the income 
tax liability of individuals. 


Basic Rate Structure; Standard 
Deduction; Personal Exemptions 

Basic Rate Structure. The Act signif- 
icantly reduces the personal income tax 
rates. The 15 income tax brackets of 
the Code are replaced by two rate brack- 
ets: 15 percent and 28 percent. The two 
rate bracket system applies for tax years 
beginning in 1988. A transitional five 
rate bracket table applies for 1987. 


1987 Rate Tables 
Married Filing Jointly 


Taxable Income 
0-$3,000 
$3,000-$28,000 
$28,000-$45,000 
$45,000-$90,000 
Over $90,000 


Taxable Income 
0-$1,800 
$1,800-$16,800 
$16,800-$27,000 
$27,000-$54,000 
Over $54,000 


Tax Rate 
11% 

15% 

28% 

35% 
38.5% 


1988 Rate Tables 
Married Filing Jointly 
Taxable Income 
0-$29,700 
Over $29,700 


Taxable Income 
0-$17,850 
Over $17,850 


Tax Rate 
15% 
28% 


The 15 percent rate bracket and per- 
sonal exemptions are phased out for tax- 
payers with taxable income over certain 
levels. The phase-outs produce an effective 
marginal tax rate of 33 percent in the 
phase-out ranges of taxable income. The 
phase-out of the 15 percent rate bracket 
is accomplished for married couples filing 
joint returns by imposing an additional 
tax of 5 percent on taxable income in 
excess of $71,900 and not exceeding 
$149,250. Personal exemptions of a mar- 
nied couple filing a joint return are phased 
out commencing in 1988, at the rate of 
one exception for every $10,920 of tax- 
able income in excess of $149,250 ($11,200 


in 1989). For example, the 33 percent 
“bracket” for a married taxpayer filing 
jointly with two dependent children would 
extend from $71,900 to $192,300 in 1988. 
The phase-out ranges for the 15 percent 
rate bracket and personal exemptions of 
single taxpayers occur between $43,150 
and $89,560 of taxable income, and each 
$10,920 of taxable income in excess of 
$89,560 ($11,200 in 1989). The phase-out 
of the 15 percent rate bracket and the 
personal exemptions will not apply in 
1987. 

Standard Deduction. The zero brack- 
et amount concept is replaced with a 
standard deduction for individual tax- 
payers who do not itemize their deduc- 
tions. In 1987 the standard deduction 
will be $3,800 on a joint return and 
$2,570 for unmarried individuals. In 1988 
the amounts increase to $5,000 and $3,000 
respectively. If a married individual or 
his or her spouse is 65 years old or 
blind, an additional $600 standard de- 
duction is available for each situation. 
Unmarried individuals are granted $750 
for each situation. The 1988 standard 
deduction levels and the additional stan- 
dard deductions are allowable for the 
blind or 65-year-old taxpayer commenc- 
ing in 1987. 

Personal Exemptions. The Act increases 
the personal exemption amount of $1,080 
to $1,900 for 1987, $1,950 for 1988, and 
$2,000 for 1989, subject to the phase-out 
rules commencing in 1988 for individuals 
with certain levels of taxable income. 
Beginning in 1990, the personal exemption 
is to be adjusted for inflation. The addi- 
tional personal exemptions under prior 
law for the blind and the elderly are 
repealed beginning in 1987. 

Dependents of individual taxpayers are 
limited in their use of the standard 
deduction and personal exemptions under 
the Act. The personal exemption is not 
allowed to an individual who can be 
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: 
Sin 
age 
Tax Rate 
15% 
28% 
Single 
Tax Rate 
11% 
15% 
28% 
35% 
38.5% 
Single 


claimed as a dependent on another’s tax 
return. This change will prevent the dou- 
bling of the use of a personal exemption. 

The standard deduction of persons who 
can be claimed as dependents is limited 
to the sum of the individual’s earned 
income plus $500 of the individual’s 
unearned income. The revisions will limit 
such an individual’s standard deduction 
to the greater of (a) $500 (indexed for 
inflation after 1988) or (b) the individual’s 
earned income up to the individual’s stan- 
dard deduction amount. As a result a 
dependent will generally be required to 
file a federal income tax return only if 
the dependent has unearned income exceed- 
ing $500 or if total gross income exceeds 
the standard deduction amount. 


Capital Gains 

Under prior law, §1202 of the Code 
permitted individuals to deduct from their 
gross income 60 percent of net capital 
gain. Net capital gain is the excess of 
net long term capital gain over net short 
term capital loss. For taxpayers who were 
in the 50 percent maximum income tax 
bracket, the capital gains deduction 


resulted in an effective maximum tax 
rate of 20 percent on net capital gains. 
Capital losses were allowed to offset cap- 
ital gains. Any excess capital losses was 
also allowed to offset up to $3,000 of 
ordinary income, but only one-half of 
the excess of net long term capital loss 
over net short term capital gain was 
allowed for purposes of the potential 
$3,000 offset. 

Section 1202 of the Code is repealed 
for capital gains recognized after De- 
cember 31, 1986. Capital gains are to 
be taxed at the same rates as ordinary 
income but the Code provisions relating 
to characterization of gain as ordinary 
or capital, or as long term or short term, 
are retained. Code §1 is amended to pro- 
vide a maximum 28 percent rate of tax 
on long term capital gains, effective 
January 1, 1987, with a maximum rate 
of 33 percent for individual taxpayers 
in the phase-out brackets. The retention 
of the capital gains concept and specific 
maximum 28 percent tax rate applicable 
to capital gains will allow Congress to 
raise more easily the ordinary income 
tax brackets in the future without having 
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to restructure the Code for a capital 
gains concept in the event Congress 
desires to retain preferential capital gains 
treatment at such time. 

Code §1211(b), as amended by the Act, 
continues to allow the use of $3,000 of 
net capital losses to offset ordinary 
income, but net long term capital losses 
may be used dollar for dollar against 
such amounts of ordinary income and 
against net short term capital gains. The 
revised provisions retain the capital loss 
carryover rules of prior law. 

Several planning considerations should 
be mentioned that are related to the repeal 
of the capital gains deduction for individ- 
uals. 

(a) Due to the repeal of the net long 
term capital gain deduction, there is no 
longer a tax preference for realized cap- 
ital gains. The Act, however, causes net 
unrealized gain on charitable contribu- 
tions of appreciated property to become 
a new tax preference item for purposes 
of the minimum tax. 

(b) Increase in taxes on capital gains 
will place more emphasis on Code §1031 
like kind exchanges. 

(c) Dealer status may be desirable to 
allow conversion of capital losses into 
ordinary losses, but may not be advan- 
tageous to such taxpayer in future years 
in the event legislation increases maxi- 
mum tax brackets for ordinary income. 

(d) Code §1034 and 121 relating to 
deferral and exclusion of gains on sale 
of residences are retained. 

(e) Installment obligations are not grand- 
fathered under the Act. Gain recognized 
from payments received after December 
31, 1986, relating to pre-1987 installment 
sales reported under the installment sale 
rules of Code §453 will not receive the 
benefit of the 60 percent capital gain 
deduction. 


Personal, Residential Mortgage, and 
Investment Interest 

Personal Interest. Code §163(h) disal- 
lows deductions for personal interest. The 
term personal interest includes interest 
incurred in the acquisition of consumer 
goods. The new law will be phased in 
over four years, so that 35 percent of 
such interest will be disallowed in 1987, 
60 percent in 1988, 80 percent in 1989 
and 90 percent in 1990. The repeal of 
the deduction for personal interest may 
cause a shifting of consumer debt to 
residential property. 

Individual taxpayers should be alerted 
to the repeal of the deduction for per- 
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sonal interest and its application to their 
personal debt situation. Several of the 
ramifications of the repeal of the personal 
interest deduction are as follows. 

(a) Personal debt existing prior to 
January 1, 1987, is not exempted from 
the limitation provisions of Code §163(h). 

(b) The trade or business of performing 
services as an employee is not deemed 
to constitute a trade or business for pur- 
poses of trade or business interest. Thus, 
if an employee supplies his own automo- 
bile, tools or equipment for use in his 
employment, interest on the related debt 
to acquire such assets is deemed personal 
interest. 

(c) Interest on tax deficiencies (other 
than estate taxes deferred pursuant to 
Code §6163 or 6166) are treated as per- 
sonal interest and disallowed subject to 
the four-year phase-in period. 

(d) Individually owned financed life 
insurance, such as minimum deposit 
plans, should be examined. A surrender 
or lapse of the policy, specifically if it 
has been owned and financed for an 
extended period of time, could cause the 
taxpayer to recognize substantial ordi- 
nary income. 

Residential Mortgage Interest. The 
limitations on investment interest of Code 
§163(d) are substantially revised under 
the Act but qualified residence interest 
is excluded from its provisions. Code 
§163(h) allows such interest on debt 
encumbering principal or secondary 
residences on or before August 16, 1986, 
to be deducted (to the extent the debt 
does not exceed the fair market value 
of the residence at the time the debt 
was incurred). The interest deduction for 
mortgage indebtedness incurred after 
August 16, 1986, is limited to the extent 
the indebtedness does not exceed original 
cost plus the cost of any improvements, 
unless the excess indebtedness is incurred 
for medical or educational purposes. Cost 
basis is determined without taking into 
account adjustments to basis under Code 
§1034 (relating to deferral of gain from 
sale of a principal residence) or due to 
depreciation. If the second residence is 
not used by a taxpayer or rented at 
any time during the year, the related 
interest expense may nonetheless be deduct- 
ible. 

An example illustrates the new rules. 
Assume an individual acquired his res- 
idence in 1980 for $50,000. The individual 
refinances his residence in 1987 and 
obtains a new mortgage of $75,000. The 
fair market value of the property is 


$100,000. The mortgage interest on 
$50,000 of the debt is deductible because 
the property’s cost basis is $50,000. The 
interest on the remaining $25,000 mort- 
gage debt is deductible only if the $25,000 
is used for qualified medical or educa- 
tional expenses. Any interest that is not 
deductible as qualified residential interest 
may be deductible as investment interest, 
subject to the new investment interest 
provisions of the Act. 

Investment Interest. Under former 
Code §163(d), individual taxpayers could 
deduct interest on debt incurred to acquire 
investment property, but the deduction 
was limited to $10,000 per year, plus 


Individual taxpayers should 
be alerted to the repeal of 
the deduction for personal 
interest and its application 

to their personal debt 
situation 


the taxpayers’ net investment income. 
Under revised Code §163(d), the deduc- 
tion for investment interest is limited 
to the amount of net investment income, 
subject to carry forward rules for disal- 
lowed interest. The definitions of invest- 
ment income and investment interest 
expense are expanded, and the concepts 
are inextricably related to the complex 
passive loss rules under the Act. A dis- 
cussion of passive activity losses and a 
detailed discussion of the investment inter- 
est deduction is beyond the scope of 
this article. 


Employee Business Expenses and 
Investment Expenses 

Under prior law, employee business 
expenses, expenses related to investments, 
and other expenses, such as union dues, 
appraisal fees for charitable contributions, 
and tax return preparation fees, were 
allowed as itemized deductions without 
limitation. Certain employee business 


expenses were deductible “above the line” 
in calculating adjusted gross income, and 
thus, were available to individuals .who 
did not itemize their deductions. These 
“above the line” expenses included ex- 
penses paid by an employee that were 
not reimbursed by the employer, travel 
expenses while away from home, trans- 
portation expenses incurred while away 
from home, business-related transporta- 
tion expenses, and expenses of employees 
working as outside salesmen. 

The Act amends Code §62 and adds 
new Code §67 to alter the treatment of 
employee business expenses, investment 
expenses, and certain other employment 
related deductions. These changes are 
effective January 1, 1987. The tax treat- 
ment of reimbursed employee business 
expenses remains the same. Moving expen- 
ses are only allowed as an itemized 
deduction, but are allowed in full. Unreim- 
bursed travel and transportation expenses, 
outside salesmen expenses, and other 
unreimbursed employee business ex- 
penses are only deductible as itemized 
deductions, and the deduction is limited 
to the extent such expenses exceed two 
percent of the employee’s adjusted gross 
income. Thus, an employer reimburse- 
ment in lieu of an equal amount of salary 
should benefit an employee on an after- 
tax basis because reimbursed employee 
business expenses are not subject to the 
limitation of the two percent floor. 


Charitable Gifting by Individuals 

The Treasury Department’s initial 
proposal for tax reform legislation 
(known as “Treasury I”) contained several 
provisions directly antagonistic to char- 
itable giving by individual donors. It 
proposed to limit itemized charitable con- 
tribution deductions to gifts in excess 
of two percent of a taxpayer’s adjusted 
gross income. It limited the deduction 
for in-kind contributions to the lower 
of the asset’s fair market value or its 
basis (indexed for inflation). Treasury 
I also proposed to alter the favorable 
estate and gift taxation of qualified char- 
itable remainder trusts. 

The Act rejected these proposals but 
nevertheless adopted several provisions 
adversely affecting charitable contribu- 
tions. No deduction is allowed under 
Code §170 for nonitemizers, effective 
January 1, 1987. The legislation revised 
Code §57(a)(6) to include the unrecogn- 
ized capital gain portion of in-kind char- 
itable contributions of capital gain prop- 
erty as an item of tax preference for 
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purposes of the individual minimum tax. 
An election is available to avoid the mini- 
mum tax consequences of such a gift 
if the donor elects to reduce the amount 
of the gift eligible for deductibility under 
Code §170. The Act also amends Code 
§170(e)(1)(B) to limit the deductible 
amount of contributions of tangible prop- 
erty to charity. A donor may deduct 
the full fair market value of tangible 
property only if it is contributed to a 
public charity that will use the property 
in its charitable function. If the property 
is not used in the charitable function 
or is contributed to a private foundation, 
the amount of the contribution is limited 
to the asset’s basis. 

The Act will probably have an overall 
negative effect on charitable giving. The 
lower tax brackets will have an obvious 
negative influence. The repeal of the cap- 
ital gains deduction will cause a higher 
tax on gifts of encumbered property and 
bargain sales to charities. The repeal of 
the capital gains deduction will emphasize 
in-kind charitable gifts rather than gifts 
of after tax sales proceeds, but the min- 
imum tax provisions must be considered. 
On the positive side, the passive loss 


rules may cause oversheltered high income 
earners to look to charitable income 
tax deductions to reduce their overall 
tax liability. 


Other Provisions 

There are a myriad of other provisions 
of the new law that affect individual 
taxpayers to a lesser extent than the 
provisions highlighted in this article. The 
estimated tax provisions of the Code are 
amended to require individual taxpayers 
to make estimated tax payments of 90 
percent (rather than 80 percent) of a 
current year’s tax liability. Individuals 
can still avoid penalties for the under- 
payment of estimated tax by making esti- 
mated tax payments in an amount equal 
to 100 percent of the previous year’s tax 
liability. The Act repeals the itemized 
deduction for state and local sales taxes, 
the two-earner deduction, income averag- 
ing, the $100 ($200 for joint return) 


dividend exclusion, the itemized deduction 


for adoption expenses, and the political 
contributions tax credit. The Hobby loss 
rules and the rules relating to the business 
use of a home are revised. In sum, indi- 
vidual taxpayers will be starting a new 


ball game in 1987 with a different set 
of rules. BJ 
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General Practice 


The Tax Reform Act of 1986: 
Its Impact Upon Divorce and Separation 


by Melvyn B. Frumkes and Leslie J. Barnett 


Part I 


Most divorce practitioners and judges 
are now conversant with the tax provi- 
sions enacted by the domestic relations 
sections of the Tax Reform Act of 1984 
(DRTRA). Rather than allow practi- 
tioners to become too complacent with 
this knowledge, Congress adopted H.R. 
3838, The Tax Reform Act of 1986 
(hereinafter 1986 TRA), which substan- 
tially modifies the tax treatment of 
alimony and separate maintenance pay- 
ments by: (1) deleting the requirement 
of the Internal Revenue Code! that the 
divorce or separation instrument must 
specifically state that there is no liability 
to make payments after the payee’s death 
in order to qualify the payments as 
alimony; (2) deleting the six-year stretch- 
out and recapture rules and providing 
a different formula for recomputation 
of excess front-loaded payments; and 
(3) making a slight but significant change 
in the fluctuating payment exception 
to the recapture rule involving a fixed 
“portion or portions” of income. 

Other changes effected by the 1986 
TRA are the deductibility of interest 
on deferred equitable distribution pay- 
ments, the deductibility of attorneys’ fees 
in matrimonial litigation, the utilization 
of the dependency exemption deduction, 
the repeal of the 60 percent deduction 
for long term capital gains, the change 
in the applicable tax brackets, and mod- 
ifications to the rules regarding “qual- 
ified domestic relations orders.” 

This article is written in two parts. 
This part I will address the substantive 
provisions of the Code changed by 1986 
TRA which impact directly on the pay- 
ments of alimony and the methodology 
under the new statute for computation 
of “excess alimony” which is subject to 
recapture and the fluctuating payment 
exception to the rules. Part II of this 
article, which will appear in next month’s 
Florida Bar Journal, will address other 


changes in the Code enacted by the 
1986 TRA which could have a direct 
or indirect tax impact on divorcing 
spouses and their dependents and must 
be dealt with in effectively representing 
your clients. 


Deductible/Taxable Alimony 

Under DRTRA, as modified by 1986 
TRA, alimony remains deductible to the 
payor spouse and taxable to the payee 
spouse. To qualify as “alimony” under 
the Code, the following seven basic require- 
ments must be met: 

1. Payments must be in cash to or 
on behalf of a payee spouse; 

2. Payments must be made pursuant 
to a divorce or separation instrument; 

3. Where spouses are legally separated 
under a decree (judgment) of divorce 
or separate maintenance, the spouses 
or former spouses must not be members 
of the same household at the time the 
payment is made; 

4. Payments must not be designated 
as nondeductible to the payor spouse 
and nontaxable to the payee spouse; 

5. Payments must cease upon the 
death of the payee spouse. [Under 1986 
TRA the DRTRA imposed requirement 
that the instrument must specifically state 


that payments cease upon the death of 
the payee spouse has wisely been elimi- 
nated]; 

6. Payments must not be treated as 
child support, i.e., “fixed” as payable 
for the support of a child of the payor 
spouse; and 

7. Under final judgments or orders, 
payments in excess of $10,000 ($15,000, 
for post-1986 instruments) may not be 
front loaded and if front loaded may 
be subject to recapture in the third “post- 
separation” year. 


Termination Upon Death of Payee 

Under DRTRA, for payments to qual- 
ify as alimony, deductible to the payor 
spouse and taxable to the payee spouse, 
it was required not only that payments 
of spousal support cease upon the death 
of the payee spouse, but, in addition, 
the divorce or separation instrument itself 
must specifically provide that such pay- 
ments would cease upon the death of 
the payee spouse. This requirement was 
applicable to separation and settlement 
agreements between the parties, final 
decrees or judgments of dissolution of 
marriage, and to all temporary orders 
awarding spousal support. If the state- 
ment that alimony will terminate at the 
death of the payee spouse was not 
included in the instrument, the instru- 
ment was “tainted” and payments 
thereunder would not qualify as deduct- 
ible alimony. 

Notwithstanding that pursuant to the 
laws of most states, including the law 
of Florida,? the requirement to continue 
payments of permanent periodic alimony 
would cease upon the death of the recip- 
ient, such local laws were not deemed 
sufficient to meet the stringent and harsh 
rule of DRTRA. Under 1986 TRA, the 
unwary cannot fall into a trap of neglect 
if such payments actually terminate on 
the payee spouse’s death.3 
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Under the laws of most states, lump 
sum alimony, sometimes called alimony 
in gross, does not automatically termi- 
nate upon the death of a payee spouse. 
If no “termination-at-death” language 
was inserted in the instrument, under 
DRTRA, the installment payments on 
such lump sums would not be deduct- 
ible/taxable. Inasmuch as the parties 
could agree, or the court could order, 
that installments of lump sum alimony 


be deductible/taxable is intended in 
fact to be nondeductible/taxable and is 
the “termination-at-death” language in 
the instrument for such lump sum 
alimony awards.4 

The deletion of the requirements under 
1986 TRA that the termination-ai-death 
language appear in the instrument is 
considered a technical correction to 
DRTRA and is effective retroactively 
for divorce or separation instruments 


anyone in the Southeast. 


are the phone company for 


The Phone Company = For Your Car” 


©) BellSouth Mobility 
A.BELLSOUTH Company 


©1986 BellSouth Mobility 


Car Phones Explained. 


A car phone is just a phone on wheels. And for an incredibly 
affordable price, you'll find there's nothing simpler or more con- 
venient. Maybe that’s why we've put more phones on wheels than 


For full details, call us today at 1-800-351-3355. Because all 
the way from Jupiter to Florida 


City, we really 
YOUr Car. 


38 THE FLORIDA BAR JOURNAL/JANUARY 1987 


executed after 1984 or pre-1985 instru- 
ments which are modified to include 
the DRTRA rules. 

While this change, for the most part, 
is welcome, it can provide difficulty to 
taxpayers who may have relied on the 
DRTRA “taint” rule. Many knowledge- 
able drafters of divorce or separation 
instruments intentionally omitted the 
termination-at-death language from their 
instruments, so that the spousal support 
payments provided for thereunder would 
not qualify as alimony under DRTRA 
and thus not be taxable to the payee 
spouse. The instruments could have 
designated the payments as not deduct- 
ible/taxable; but under DRTRA, after 
December 31, 1984, the omission of the 
termination-at-death language was suffi- 
cient to immunize the payments from 
being treated as alimony for tax pur- 
poses. Now, under 1986 TRA, the effect 
of the omission of the termination-at- 
death language will apply to instruments 
drafted under DRTRA and will change 
what may have been intended. The payee 
spouse may be shortchanged as a result 
of the income tax impact on the pay- 
ments received. This may very well be 
grounds for an application for a mod- 
ification, where permitted.‘ 

Practitioners, in drafting agreements 
and judgments for the court, are now 
well advised to spell out the parties’ 
intentions as to the taxability and 
deductibility of spousal support pay- 
ments, notwithstanding the lack of a 
specific requirement in the statute. 


New Recapture Rules 

Under DRTRA, except under the pro- 
visions of a temporary or pendente lite 
order, spousal support payments were 
not treated as alimony or separate main- 
tenance payments unless such payments 
were to be made by the payor spouse 
to the payee spouse in each of six 
consecutive post-separation years (the six- 
year stretch-out rule). The six-year stretch- 
out rule did not apply to payments of 
less than $10,000 in any one year. 

There were three contingencies that 
created exceptions to the six-year stretch- 
out rule: (1) the death of the payor 
spouse, (2) the death of the payee spouse 
or (3) the remarriage of the payee spouse. 
Rehabilitation was not a permissible con- 
tingency; therefore, an award of rehabil- 
itative alimony for a period of less than 
six years, as to those amounts in excess 
of $10,000, would not be deductible to 
the payor spouse nor taxable to the 


payee spouse. 

A recalculation and inclusion in income 
by the payor spouse and a deduction 
by the payee spouse of previously paid 
alimony or separate maintenance pay- 
ments was required, to the extent that 
the amount of such payments during 
any of the six post-separation years was 
less than the amount of payments made 
during a prior year, by more than 
$10,000. (The recapture provisions of 
DRTRA) 

The payor spouse was required to 
include the excess recaptured amount 
in gross income for the taxable year in 
which a recomputation occurred, not 
the year in which the excess amounts 
were paid. The payee spouse was allowed 
a deduction for the excess amount in 
computing adjusted gross income for 
his or her taxable year beginning with 
or in the recomputation year.® 

Exceptions to the recapture rule were 
the same as the exceptions provided for 
the six-year stretch-out rule: that is, 
payments pursuant to a temporary order 
for support, cessation of payments by 
reason of death of the payor spouse or 
payee spouse, or the remarriage of the 
payee spouse. Another exception existed 
for fluctuating payments not within the 
control of the payor spouse, where pay- 
ments were made pursuant to a continu- 
ing liability over a period of not less 
than six full years (not six calendar 
years, therefore, a full 72 months were 
required) to pay a fixed portion of the 
payor’s income from a business or prop- 
erty or from compensation from employ- 


ment or self-employment. This exception 
continues with a minor change discussed, 
infra. 

On October 22, 1986, President Reagan 
signed into law the Tax Reform Act of 
1986 which eliminated both the six-year 
stretch-out rule and the six-year recap- 
ture rule. A three-year recapture rule 
has been substituted for the six-year 
recapture rule and a three-year stretch- 
out rule has not been added. 

The revised recapture rules are gener- 
ally effective for divorce or separation 
instruments that are executed after 1986. 
However, these rules may also apply 
to instruments executed before January 
1, 1987, if the instrument is modified 
after that date and the modification 
expressly provides that the three-year 
recapture rules are to apply.’ 

A transitional rule is provided for 
divorce and separation instruments that 
were executed before 1987 that are not 
modified after 1986 to incorporate the 
three-year recapture rules. For these instru- 
ments, the six-year recapture provisions 
of Code §71(f) that were in effect immedi- 
ately prior to the enactment of the Tax 
Reform Act of 1986 are to apply only 
with respect to the first three post- 
separation years.’ 

Thus, two sets of recapture rules will 
apply: One set of rules, pursuant to 
DRTRA, applies to instruments entered 
into post-December 31, 1984, and prior 
to January 1, 1987, (unless modified 
post-1986), and the second set of rules 
applies to post-December 31, 1986, instru- 
ments or pre-1987 instruments modified 


after December 31, 1986. 

Under the DRTRA recapture rules, 
if the amount of yearly periodic alimony 
is reduced or discontinued for any reason, 
at any time during the first six “post- 
separation years” resulting in the actual 
payments made being more than $10,000 
less than the alimony paid in any previ- 
ous year, the payor spouse will be 
required to “recapture” as “phantom” 
income (taxable ordinary income) such 
excess payments made during the previ- 
ous postseparation years. 

Under the 1986 TRA recapture rules, 
the payor spouse will be required to 
include in gross income in the payor 
spouse’s taxable year beginning in the 
third post-separation year any “excess 
alimony” payments as defined in the 
statute. A determination as to whether 
recapture occurs is made as follows: 
Recapture will occur in only one year, 
and it will be in the third post-separation 
year. Only two calculations for recap- 
ture will be necessary. The first calcula- 
tion compares the second post-separation 
year payment to the third post-separa- 
tion year payment. If the amount paid 
in the third post-separation year, plus 
$15,000, is less than the amount paid 
in the second post-separation year, the 
excess amount paid in the second post- 
separation year will be recaptured. The 
second calculation compares the first 
post-separation year to the “adjusted 
average” of the second and third post- 
separation year payments. Payments in 
the second and third post-separation 
years will be reduced by any recapture 
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from the first calculation. The second 
and third post-separation year payments 
will be averaged. If the average of the 
second and third post-separation year 
payments, plus $15,000, is less than the 
payment in the first post-separation year, 
the excess amount paid in the first post- 
separation year will be recaptured as 
income in the third post-separation year.° 

While at first blush the application 
of the formula appears foreboding, after 
study the language of the statute unfolds 
into relative simplicity. The example chart 
on this page provides a format for 
interpreting the operational rules of the 
statute and may be used to test the 
results of any combination of required 
payments to determine whether recap- 
ture will occur. 


The 1986 TRA change under the recap- 
ture provisions provides more flexibility 
for courts to order rehabilitative alimony 
and will be easier to administer due to 
the lessor number of years involved for 
which records must be maintained. 
Although, 1986 TRA appears to increase 
the safe harbor amount which is not 
subject to recapture from $10,000 to 
$15,000, note well that recapture may 
occur if payments in the second post- 
separation year are computed, pursuant 
to the averaging requirement, to be more 
than $7,500 less than the payment in the 
first post-separation year. 


Fluctuating Payment Exception to 
Recapture 

Recapture can be avoided if the 
amount of alimony payments equal a 
fixed portion (i.e., a percentage) of the 
payor spouse’s income from a business 
or property or compensation from employ- 
ment or self-employment rather than a 
fixed amount (the usual court-ordered 
alimony in a periodic, specific amount). 
Under Code §71(f)(5)(A), such fluctuat- 
ing payments are specifically excluded 
from being subject to the recapture pro- 
visions. 

The 1986 TRA made a slight but 
significant change in this exception to 
the recapture rules. The change involves 
a “fixed portion or portions” of income. 
Although, the addition of the words 
“or portions” appear insignificant, they 
clarify the statute to make it certain 
that the fluctuating payment exception 
will apply if the instrument provides 
an obligation to pay different portions 
of income dependent upon different levels 
of income of the payor spouse. For 


Alimony paid in each year 


Ist Year 


$ 50,000 


Ist Calculation: 


Add $15,000 to 3d year 


Compare 3d year to 
2d year (i.e., subtract 
3d year, as adjusted, 
from 2d year, unless in 
excess of second year) 


Recapture from Ist 
calculation 


| (15,000) 


| $ 5,000 


2nd Calculation: 


Add payments made in 
years 2 
and 3 


Adjust by reducing 
any recapture from 
Ist calculation 


Average: (divide 2d 
calculation by 2) 

Add $15,000 to the 
average 


Compare to Ist year 
(i.e., subtract 
average adjusted 
above from Ist 
year, unless in 
excess of first year) 


Recapture from 2d calculation 


(_5,000) 
$15,000 


$ 7,500 


15,000 
$22,500 


(22,500) 
$27.500 


Recapitulation: 


Recapture from Ist calculation 
Recapture from 2d calculation 


Total recapture 


$ 5,000 
27,500 


$32,500 
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example, under 1986 TRA the payor 
spouse’s obligation could be phrased to 
require the payor spouse to pay 10 
percent of adjusted gross income up to 
$5,000, 20 percent of adjusted gross 
income from $5,001 to $25,000, and 30 
percent of adjusted gross income above 
$25,000. This change from prior law 
could also allow the court or the parties 
to place a ceiling on the amount of the 
payor spouse’s obligation. For example, 
the payor spouse’s obligation could be 
to pay 25 percent of adjusted gross 
income up to $50,000 and zero percent 


on adjusted gross income earned above 
that level. 

If the fluctuating payment exception 
is utilized, the alimony payments must 
stretch-out for at least a full three-year 
period (36 months), not just a three 
calendar year period (which could be 
as few as 14 months if alimony pay- 
ments start in December of the first 
year). 

While 1986 TRA has shortened the 
time period in which exposure to recap- 
ture may occur, there is still a genuine 
possibility that a payor spouse may 


3d Year | 2d Year 
$ $20,000 
$20,000 


become disabled due to an illness, suffer 
a debilitating accident, partially or fully 
retire (if in that age group), or suffer 
any other disaster which would drastically 
reduce his abiiity to work and conse- 
quently decrease the level of his income 
in the second or third post-separation 
years. If any such event were to occur, 
the payor spouse would obviously be 
entitled to request a modification of 
an alimony award pursuant to the provi- 
sions of the statutes of most states. In 
doing so, however, the payor spouse 
could be subjected to the recapture pro- 
visions requiring the inclusion as gross 
income of a portion of the deduction 
for alimony payments taken in previous 
years. 


Conclusion 

1986 TRA has revamped the tax laws 
as applicable to an award of periodic 
alimony. By eliminating the six-year 
stretch-out rule, Congress has responded 
to the cries of taxpayers who raised 
their voices to insist that tax laws be a 
neutral factor in determining the length 
of time for which alimony must be paid. 
By eliminating a minimum term during 
which alimony must be paid to obtain 
a deduction, Congress has readopted its 
express purpose of subsidizing taxpayers 
who must support two households after 
a dissolution of marriage by allowing a 
deduction for the cost of such pay- 
ments. In addition, by deleting the require- 
ment that ‘“‘termination-at-death” 
language be inserted in the instrument, 
Congress has removed a trap for the 
unwary. Lastly, the diminution of the 
period of time within which recapture 
may occur is a simplification which will 


lessen the administrative burden of tax-. 


payers. The authors applaud their efforts 
and caution practitioners to be cog- 
nizant of their effects on future matri- 
monial settlements and their possible 
application to existing instruments which 
may be subject to modification or are 
impacted by the retroactive applicability 
of the provisions. BJ 


1Section 71, Internal Revenue Code of 1954. 
Hereafter, all references to the Internal Reve- 
nue Code shall be referred to as the “Code” 
and shall mean the Internal Revenue Code 
of 1954 as amended by the Tax Reform Act 
of 1986. (The Code has been amended to 
be designated the Internal Revenue Code 
of 1986.) 

2In Canakaris v. Canakaris, 382 So.2d 1197, 
1202 (Fla. 1980) the opinion states: “As a 
general rule, permanent periodic alimony is 
terminated upon the death of either spouse 


or the remarriage of the receiving spouse.” 
See also, 27A C.J.S., Divorce §240, 1155. 

3If termination on death is “a general rule,” 
as stated in Canakaris, there could be an 
exception and with such a statement by the 
state’s highest court, it would be prudent to 
be “tax safe” and insert the termination- 
at-death language in all Florida divorce or 
separation instruments if the intent is for 
such payments to be deductible as alimony. 

4In Florida, lump sum alimony is “neither 
terminable upon a spouse’s remarriage or 
death nor subject to modification.” Canakaris 
v. Canakaris, 382 So.2d 1197, 1201 (Fla. 
1980). However, the Canakaris opinion went 
on to say that the parties may agree “in a 
property settlement agreement” to the termi- 
nation of lump sum alimony upon “a spouse’s 
remarriage or death.” [Emphasis supplied] It 
is doubtful that a court may so provide 
without the agreement of the parties. Boyd 
v. Boyd, 478 So.2d 356 (Fla. 3d D.C.A. 
1985). However, the courts may rethink such 
prohibition if the tax considerations are 
articulated as the rationale for such cessation 
upon death. 

5If alimony is payable under a temporary 
order, the court’s order may very well be 
able to relate back, as the temporary regula- 
tions provide that: “If the spouses are subject 
to a temporary support order . . ., the 
designation of otherwise qualifying alimony 
or separate (sic) payments as nondeductible 
and excludible must be made in the original 
or a subsequent temporary support order.” 
[Emphasis supplied] Temp. Reg. Sec. 
1.71-IT(b) A-8. 

6 See DRTRA §422, Code, §71(f). 

7See 1986 TRA, §1843(c)(2)(B). 

8 See 1986 TRA, §1843(c)(3). 

9The examples given by the Conference Com- 
mittee Report as to how recapture operates 
under the 1986 TRA are as follows: If the 
payor makes alimony payments of $50,000 
in the first year and no payments in the 
second or third year, $35,000 will be 
recaptured. If instead the payments are $50,000 
in the first year, $20,000 in the second year 
and nothing in the third year, the recapture 
amount will consist of $5,000 from the second 
year (the excess over $15,000) plus $27,500 
for the first year (the excess of $50,000 over 
the sum of $15,000 plus $7,500). (The $7,500 
is the average payments for years two and 
three after reducing the payments by the 
$5,000 recaptured from year two.) [Conf. 
Rept. No. 99-841, 99th Congress, 2d Sess. 
Vol. II, p. 849]. 
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Determination of Employee Status 


Right to Control v. Economic Reality— 
Is There a Difference? 


by Clement L. Hyland and Laura A. Quigley 


The classification of an individual as 
an employee or independent contractor 
may impact upon an employer in a 
number of different legal areas. Such a 
determination may subject the employer 
to liability in the areas of labor law, 
tax, torts or workers’ compensation. This 
decision is made more difficult because 
of the lack of workable statutory defini- 
tions. There is no single rule or test for 
determining whether an individual is an 
independent contractor or employee. Each 
decision must be decided on a case-by-case 
determination.! Jobs cannot be easily 
categorized as constituting an indepen- 
dent contractor or employee status. This 
can lead to conflicting decisions by various 
federal and state courts, and federal and 
state agencies which must apply different 
laws and statutes. 

This article attempts to define the con- 
cept of employee and independent con- 
tractor under various laws, focusing 
primarily on the labor and tax areas? 
and analyzing some of the implications 
of an individual being classified as an 
employee or as an independent contractor. 
Finally, this article discusses the classi- 
fication of an employee or independent 
contractor for tax purposes from the view- 
point of a salesman, such as a timeshare 
solicitor. 


Definition 

An independent contractor is one who 
engages to perform services for another 
according to his own method and manner, 
free from the direction and control of 
the employer in all matters relating to 
the performance of the work, except as 
to the result or the product of his work.3 

Under the common law test, an inde- 
pendent contractor has been historically 
distinguished from an employee by the 
degree to which the employer maintains 
control over the individual.4 At common 
law, the four elements considered in 


making a determination of whether a 
master/servant relationship existed in- 
cluded: selection and engagement of the 
servant, payment of wages, power of dis- 
charge, and control.5 The determination 
focuses primarily on whether the employer 
has a right to direct and control the 
means employed to achieve the desired 
result.© When the employer dictates the 
time, place, manner and method of obtain- 
ing the desired results, an independent 
contractor relationship cannot exist. If 
the employer has the right to direct the 
employee in what he is to do, when and 
how the service is to be done and has 
control over the actual conduct of the 
individual in doing his job, then employee 
status is inevitable. It must be remem- 
bered that the key is the right to control, 
not necessarily the exercise of that right.’ 

While courts have focused ultimately 
on the power to control, there are addi- 
tional factors which are relevant to this 
determination. These include: the extent 
of the workers’ personal investment in 
the business and his own risk of loss; 
the kind of occupation; the length of 
time for which the person is employed; 
the employment of others to assist the 
individual in his performance; the per- 
centage of time the individual works 


for the employer; the method of payment; 
the parties’ belief they are creating the re- 
lationship of master and servant; and the 
degree of skill required for the perform- 
ance. However, the deciding factor is the 
right to control.® 

A recent case illustrating these various 
factors is Sarasota County Chamber of 
Commerce v. Department of Labor and 
Employment Security, 463 So.2d 462 (Fla. 
2d DCA 1985). In that case, the depart- 
ment determined that individuals who 
solicited memberships for a civic organiza- 
tion were its employees for purposes of 
unemployment compensation. Upon re- 
view, the Second District Court of Appeal 
held that the individuals were indepen- 
dent contractors and not employees. The 
court noted that the principal considera- 
tion in determining whether one is work- 
ing as an independent contractor or as 
an employee is the right of control over 
his mode of doing the work. The court 
determined that there was no meaningful 
supervision over the salesperson’s work, 
and that the performance of the sales- 
person was measured only by the results 
that were accomplished. Factors consid- 
ered by the court included: a written 
contract indicating that the solicitor was 
considered an independent contractor, no 
direct supervision by the department, 
and no monitoring of the presentations 
made by the solicitor. Further, solicitors 
furnished their own transportation, paid 
their related expenses, hired assistants, 
and received commissions. 


Common Law Test in Tax 

While the definition of an employee 
under the United States Code differs for 
employment tax and income tax pur- 
poses, the statutory and common law 
tests for determining employee status in 
theory are the same when applied for 
taxes such as unemployment taxes, social 
security taxes, workers’ compensation and 
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income withholding taxes.? With a few 
exceptions, the courts and the Internal 
Revenue Service have ordinarily utilized 
the common law definition of an em- 
ployee and have analyzed a number of 
factors in determining the status of a 
worker for income and employment tax 
purposes. Further, the courts and the 
IRS have generally agreed that no single 
factor is determinant. All relevant factors 
must be considered and the determina- 
tion made on a case-by-case basis. Most 
courts have found the right to control 


test to be the single most important 
factor.!0 


Economic Reality Test in Labor Law 
In the labor law area, many courts 
have moved away from the common law 
test toward an economic reality test. It 
may simply be a matter of semantics 
as to what the test is called because 
the right to control remains the singie 
most important factor to be considered. 
Further, the common law approach has 
not been as widely applied to anti-dis- 
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crimination or federal social welfare leg- 
islation because it is considered inconsis- 
tent with the remedial purposes behind 
such legislation." 

The Supreme Court held in the 1940’s 
that the determination of employee status 
under the Fair Labor Standards Act is 
not controlled by the traditional criteria 
used at common law to determine whether 
a person is an employee.'? In 1947, the 
Court issued three decisions reflecting 
its opinion that the right to control test 
was too rigid in cases arising under social 
legislation and that the terms “indepen- 
dent contractor” and “employee” are to 
be given flexible definitions.!3 The ulti- 
mate issue was whether as an “economic 
reality” the particular worker is an 
employee. The Court wanted the eco- 
nomic reality of the relationship, rather 
than technical concepts, to be the test 
of employment.'4 

This has developed into the “economic 
reality” test, with the touchstone of the 
test being dependency. Individuals will 
be considered employees, if as a matter 
of economic reality, they are depen- 
dent upon the business to which they 
render service.'5 Under this test, the court 
will look at the total situation and con- 
sider factors in addition to the right to 
control. The factors considered by the 
court are generally those addressed in 
cases which have utilized the right to 
control test. The Supreme Court in Bartels 
v. Birmingham, 332 U.S. 126 (1947), 
pointed out the following factors: perma- 
nency of the relation, the skill required, 
the investment in the facilities for work 
and opportunities for profit or loss.!6 How- 
ever, not all courts have felt that this 
test can be easily applied. In EEOC v. 
Dowd & Dowd, 736 F.2d 1177 (7th Cir. 
1984), the Seventh Circuit noted that 
the application of this test could result 
in the term “employee” meaning different 
things for different purposes.!7 

While the economic reality test con- 
tinues to be applied, many courts have 
utilized a combination of both the 
economic reality test and the common 
law right of control test.!8 This “hybrid” 
test considers the economic realities of 
the work relationship as an important 
factor in the determination. However, 
it focuses more on the extent of the 
employers’ right to control the means 
and manner of the worker’s performance.!9 
Under this test, control is important but 
not dispositive. 

It is sometimes difficult to distinguish 
among these three tests. Spirides v. 
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Reinhardt,613 F.2d 826 (D.C. Cir. 1979), 
has been cited by different courts as being 
illustrative of the economic reality test 
and the hybrid test. Regardless which 
one of the three tests is applied, the 
single most important factor is the power 
to control. Evidence of control over a 
job includes ownership of equipment nec- 
essary to its performance, responsibility 
for costs associated with operating that 
equipment, responsibility for such things 
as license fees and taxes, responsibility 
for maintenance and operating supplies, 
ability to influence profits, length of job 
commitment, form of payment, and 
directions on scheduling and performing 
work.20 If the individual’s time, place 
of work, and manner of doing work is 
dictated by another, then there is control, 
and that individual will be an employee. 


Some Implications 
of the I.R.S.’s Definition 

Under §§3102, 3111, 3301 and 3402 
of the Internal Revenue Code, employers 
are required, among other things, to pay 
an excise tax on each employee for social 
security and unemployment programs and 
are required to withhold social security 
and income taxes from each employee’s 
wages. No such employment taxes or 
withholding requirements are imposed 
with regard to independent contractors 
because under the common law an inde- 
pendent contractor is not an employee.?! 

Thus, the misclassification of a worker 
as an independent contractor can cause 
employer liability for employment and 
income tax purposes. With this liability, 
penalties would also be imposed as well 
as interest on the employer’s failure to 
pay and/or withhold the appropriate 
employment and income taxes.”2 

The status of the individual can impose 


liability on an employer in a number 
of ways. If a true independent contractor 
status does not exist, the tax treatment 
of a tax-qualified pension-profit sharing 
plan can be affected.23 Furthermore, the 
determination of whether a worker is 
an employee or independent contractor 
can affect covenants not to compete.”4 

Thus, the implications and risks of 
misclassifying a worker are far-reaching 
and include, not only the employment 
and income tax consequences, but also 
pension, compensation, and labor reper- 
cussions. 


Analysis of the |.R.S.’s Classification 
of Salesperson/Timeshare Solicitors 

A salesperson may be an employee 
or an independent contractor depending 
on the particular factual situation.25 Specif- 
ically, real estate salespersons are ex- 
empted from employee status by Internal 
Revenue Code §3508(b)(1), if certain 
requirements are met. If an individual 
is a qualified real estate agent, he shall 
not be treated as an employee for employ- 
ment and income tax purposes. The 
exemption, apparently, applies even if 
the employer retains total control over 
other aspects of the position, such as 
the time, place, and method of perfor- 
mance, without regard to the fact that 
the salesperson may not qualify as a 
common law independent contractor. 

Other salespersons or unlicensed real 
estate salespersons do not have the specific 
statutory exemption granted to qualified 
real estate agents and, therefore, must 
use the definition discussed above. 

Under the common law definition, indi- 
vidual salespersons have sometimes been 
held to be independent contractors and 
sometimes to be employees.” By reading 
the rulings, the reasons for the different 


classifications of workers are difficult to 
discern. 

With respect to off-site timeshare 
solicitors, these solicitors may now fit 
within the qualified real estate agent 
exemption under §3508 of the Internal 
Revenue Code mentioned above. Since 
timeshare solicitors must be licensed as 
real estate salesmen by Florida statute, 
this may be sufficient to meet the require- 
ments of F.S. §721.20 (1985). 

Under the proposed regulations to 
§3508, the definition of a real estate agent 
is very broad.?’ This definition includes 
all activities that are customarily per- 
formed in connection with the sale of 
an interest in real property. If this 
exemption applies, then timeshare solici- 
tors have certainty in their classification. 
However, if this exemption does not cover 
timeshare solicitors, then the developer 
who enlists the aid of timeshare solicitors 
to sell the timeshare property is faced 
with the imprecise common law definition 
and must review numerous rulings and 
cases in the hopes of determining the 
true status of the timeshare solicitor. A 
review of rulings and cases reveals that 
solicitors are sometimes employees and 
are sometimes not employees, and the 
distinctions in the rulings and/or cases 
are not self-evident.28 


Conclusion 

Various agencies and courts may reach 
different conclusions on whether an indi- 
vidual is an employee or independent 
contractor. This inconsistency stems from 
the fact that decisions are made on a 
case-by-case basis. One reviewing body 
could find one particular factor important, 
while another reviewing body might not. 
A taxing agency could apply the right 
to control common law test, while a labor 


COURT REPORTING 
MEDICAL/TECHNICAL 
COMPUTER AIDED ¢ 
KEY WORD RESEARCH ¢ 
VIDEO TAPING e 
PROCESS SERVICE 


(Ref. Martindale-Hubbell) (813) 855-7740 Tampa 


(813) 441-4033 St. Petersburg 
(813) 923-6152 Sarasota 


(Ref. Martindale-Hubbell) (81:3) 847-4000 New Port Richey 
(Ref. Martindale-Hubbell) (813) 441-4033 Clearwater 


(813) 923-6152 Bradenton 


THE NAME TO REMEMBER FOR PROFESSIONAL COURT REPORTING 
PARLIAMENTARY REPORTING 


THE FLORIDA BAR JOURNAL/JANUARY 1987 45 


| 

CAA 


agency could conceivably apply an eco- 
nomic reality test and reach differing 
conclusions. However, the right to con- 
trol remains the single most important 
factor in any analysis. If there is control, 
regardless of what test is applied, the 
individual will probably, be considered 
an employee. 

Currently, the risks of treating an 
employee as an independent contractor 
must be borne by the businessman. This 
businessman often must seek an opinion 
letter from an attorney or request an 
agency ruling to minimize the risk of 
misclassifying an employee as an indepen- 
dent contractor. 

Hopefully, this article will encourage 
the various agencies to formulate defini- 
tions on the classification of employees 
and independent contractors which will 
lead to consistent treatment within and 
between the agencies. BJ 
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Real Property, Probate& Trust Law 


T.R.A. 1986: Effect on Income Shifts, 
Trusts, Estates and Gifts 


by Stewart A. Marshall and Richart T. Hurt 


The Tax Reform Act of 1986 (the 
Act) was signed into law by President 
Reagan on October 22, 1986. This article 
summarizes its more salient effects on 
income shifts, trusts, estates and gifts. 
The generation skipping amendments will 
not be discussed herein as they are to 
be reviewed thoroughly in a subsequent 
article. 


The Demise of Short Term Trusts 

Generally, the income tax treatment 
of a trust relates to the type of trust. 
For example, income attributable to a 
grantor trust is taxed to the grantor. 
Previously, many families used short term 
reversionary trusts (Clifford and spousal 
remainder trusts) to shift unearned 
income from a grantor in a high tax 
bracket to a beneficiary in a lower tax 
bracket. 

The Act eliminates this arrangement 
and treats all trust transfers subsequent 
to March I, 1986, as a grantor trust if 
the trust corpus will revert at any time 
to the grantor or the grantor’s spousc.! 
An exception obtains when the trust 
reverts only after the death of an income 
beneficiary who is a lineal descendent 
of the grantor or for certain trusts cre- 
ated pursuant to a binding property 
settlement entered into before March 2, 
1986.2 

Thus, Clifford and spousal remainder 
trusts created prior to March 2, 1986, 
continue to shift income. As explained 
below, however, they produce tax sav- 
ings only where the beneficiary is at 
least 14 or, in some limited cases, where 
the trust retains income. 


‘The Kiddie Tax 

Generally, for taxable years beginning 
after December 31, 1986, all ‘“‘net 
unearned income” of a child under 14 
will be taxed to the child or the child’s 
trust at the parents’ marginal rate regard- 


less of source (the “allocabie parental 
tax”).3 Presumably, if the child has no 
living parent, then unearned income will 
be taxed at the child’s rate. Although 
there exists no statutory definition for 
“parent” the Senate Finance Committee 
defines the term as “parent or step- 
parent” of a child.4 If the parents are 
divorced, the custodial parent’s taxable 
income is used to determine the appli- 
able tax bracket. In the case of married 
individuals filing separate returns the 
parent with the greatest taxable income 
is used.5 

Note that when a child has income 
(earned or unearned), the parent must 
obtain a taxpayer identification number 
(social security number) for the child, 
and the child must report such number 
on his or her return. When the child 
has any unearned income to which the 
Act applies, the parent’s taxpayer identi- 
fication number must likewise be reported 
on the child’s return.® 

Net unearned income is defined as all 
unearned income less the following: $500 
plus the greater of (1) $500 of the stan- 
dard deduction (or $500 of itemized 
deductions); or, (2) the amount of allow- 
able deductions that are directly con- 


nected with the production of the 
unearned income.’ In essence, the first 
$500 will be taxed to the child and the 
second $500, typically, will be sheltered 
by the limited portion of the standard 
deduction. The $500 figures are to be 
adjusted for inflation beginning in 1988. 
Thus, unearned income in excess of 
$1,000 will generally come under this 
provision. These provisions do not apply 
to children over 14. However, the phase-out 
of the standard deduction? and unavailabil- 
ity of the personal exemption (while the 
child remains eligible to be claimed as a 
dependent by a parent)? continue to apply. 

Nevertheless, opportunities remain to 
shift income. Since the new rules do 
not apply after the child attains age 
14 one could give younger children property 
interests that defer taxable income. Examples 
include: 

(a) U.S. Government Savings (EE) 

Bonds: 
Interest income is includible at maturity 
which is taxed at the child’s rate if it 
matures after age 14. However, there 
must have been no election to report 
each year’s interest accrual as income 
since a change back may not be permit- 
ted.!0 

(b) Growth Assets: 

Typically, little if any current income is 
paid on growth assets. Thus, the prop- 
erty can be sold after the child attains 
14. 

(c) Discounted Municipal Bonds: 
These produce tax free current income 
to the holder. If the bond was purchased 
at a discount and, subsequently, is sold, 
is called or matures after age 14 any 
gain will be taxed at the child’s rate. 

(d) Single Premium Deferred Annu- 

ities: 
Similarly, these permit a deferral of 
income which can be taxed at the child’s 
rate if the deferral ends after 14. 

Employment of a child in a family 
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enterprise presents another income shift- 
ing opportunity. The Act has no similar 
effect on earned income of a child under 
14 even if it was derived from a parent's 
business. However, wages must be rea- 
sonable and paid only for work actually 
performed. The child’s earned income 
is sheltered by the new standard deduc- 
tion and after 1987 total income up to 
$17,850 is, generally, taxed at the lower 
15 percent bracket. The new standard 
deduction is $2,540 for 1987 and. $3,000 


beginning in 1988 and will be indexed 
for inflation beginning in 1989. More- 
over, the parent/taxpayer’s business can 
deduct the wages. 

The following example assumes various 
combinations of unearned income, earned 
income, and itemized deductions for a 
child under 14 during 1987. Addition- 
ally, it assumes that the parents have 
$95,000 of taxable income. The illustra- 
tion compares the tax effect under the 
Act with the effect in 1986.!! 


Income Taxation of Trusts 
and Estates 

Under prior law nongrantor trusts and 
estates were taxed separately under a 
progressive rate schedule on undistributed 
income. Furthermore, such trusts or 
estates could elect to use a taxable year 
other than that of the grantor, benefi- 
ciary or decedent and no estimated 
income tax payments were required. 

The Act compresses the tax brackets 
on nongrantor trusts and estates. The 


Unearned Income 
Earned Income 
Itemized Deductions 

Related to Unearned Income 
Other 


1. Determine Net Unearned Income 
Unearned Income 

Less: $500 

Less: The greater of 


(1) $500, or 
(2) Investment expenses 


Equals: Net Unearned Income 


2: Determine Allocable Parental Tax 


Parents Taxable Income 
Plus: Net Unearned Income 


Equals: Revised Taxable Income 


Compute: Tax on Revised TI 
Less: Tax on Parents’ TI 
Equals: Parental Source Tax 


3. Determine Nonparental Source Tax 
Gross Income 


Less: Standard Deduction!3 
Less: Personal Exemption 


Taxable Income 


Less: Net Unearned Income 
Equals: Nonparental Source TI 


Nonparental Source Tax 


4. Determine Total Tax Liability 


Allocable Parental Tax 
Nonparental Source Tax 


Total Tax 


1986 Tax Liability 


$ 400 $ 900 $1,300 $ 300 
( 500) 500) ( 500) 500) 
( 500) ( 500) ( 500) ( 500) 


874 


$ 900 $1,200 $ 3,000 
( 500) ( 500) ‘“( 500) 
( 500) ( 500) 


800)!2 


$( 700) 


$( 100) $1,700 


$95,000 $95,000 $95,000 $95,000 $95,000 $95,000 $95,000 
0- 0- 300 0- 0- 200 1,700 
$95,000 $95,000 $95,300 $95,000 $95,000 $95,200 $96,700 


$26,515 $26,515 $26,631 $26,515 
(26,515) (26,515) (26,515) (26,515) 
$ -0- $ -0- $ 1146 $ 


$26,515 $26,592 $27,170 
(26,515) (26,515) (26,515) 
$ -0- $ 655 
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Table 1 
A B D E F G 
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0- 0- 0- 700 800 300 700 
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0- 0- 0- 0- 0- 400 200 4 
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Po ( 500) ( 500) ( S500) (¢ 700) ( 800) ( 800) ( 1,000) 
0- 0- 0- 0- 0- 0- 0- 
$ 0- $ 40 $ 800 300 $ 90 $ 200 2,700 

$ -0- $ 400 $ 500 $ 300 $ 900 $ 500 $ 1,000 

0- 44 55 33 99 55 110 

$ -0- $ -0- $ 24 $ $ 0 $ 174 
| : 


first $5,000 of undistributed income is 
taxed at a rate of 15 percent with the 
excess taxed at 28 percent. This amount 
will be adjusted for inflation beginning 
with the 1989 tax year. Additionally, the 
benefit of the 15 percent bracket is phased- 
out for trust income between $13,000 
and $26,000. These rate changes take 
effect on July 1, 1987, with a blended 
rate for 1987. The revised tax rate sched- 
ules are as follows: 


Table 2 


Tax Year 1987 


Taxable Tax 
Income (TI) Payable 
$0 - $500 11% of TI 
$500 - $4,700 $55 + 15% of 
(TI > $500) 
$4,700 - $7,550 $685 + 28% of 
(TI > $4,700) 
$7,550 - $15,150 $1,483 + 35% of 
(TI > $7,550) 
$15,150 + $4,143 + 38.5% of 


(TI > $15,150) 
Tax Year 1988 


Taxable Tax 

Income (TI) Payable 

$0 - $5,000 15% of TI 

$5,000 - $13,000 $750 + 28% of 
(TI > $5,000) 

$13,000 - $26,000 $2,990 + 33% of 
(TI > $13,000 

$26,000 + 28% of TI 


savings to the parent or grandparent. 

For example, 7, a married taxpayer, 
earns $150,000 a year. Even with 
deductions 7’s top marginal tax rate for 
1988 should be 33 percent.'4 Assume T 
has three children. One is 15 and the 
other two are under 14. If T creates for 
each child a separate complex trust that 
gives the trustee the right to distribute 
or accumulate income annually (throw- 
back rules would not be applicable since 
the children are under 21) and funds 
the trust with income producing assets, 
the following distributions and accumu- 
lations could be used to save income 
taxes in 1988:!5 


of distribution.!? For example, when an 
existing trust has a January 31 fiscal 
year end, the beneficiary will include all 
income from February 1, 1986, through 
January 31, 1987, in the beneficiary’s 
1987 calendar year return. However, the 
Act requires the trust to file a short 
year return for its income from February 
1, 1987, through December 31, 1987. 
Likewise, this will now be included in 
the beneficiary’s 1987 calendar year 
return. This causes a bunching of income 
for 23 months in the beneficiary’s 1987 
calendar year. Thus, the new rules permit 
trust income from February 1, 1987, 
through December 31, 1987, to be spread 


Although limited somewhat, taxpayers 
can still use trusts to shift income since 
the first $100 of a complex trust’s income 
is exempt and the initial $5,000 of each 
trust’s taxable income is taxed at 15 
percent rather than 28 percent while 
total trust income remains below $13,000. 
Moreover, for each child under 14, the 
first $500 of unearned income is taxed 
at 15 percent with additional amounts 
sheltered by the allocable portion of the 
standard deduction or itemized expenses 
attributable to the unearned income. For 
children over 14 income up to $17,850 
is, generally, taxed at 15 percent. Thus, 
where several children or grandchildren 
are involved, a trust could be used for 
each child or grandchild funded with 
assets to produce the appropriate 
amounts of income resulting in a tax 


Table 3 
Income Tax 

Child 1 (over 15)/Trust 1 

Distribution $500.00 (no tax due to standard deduction) 0 
$17,850.00 taxed at 15% $ 2,677.00 

Accumulation $100.00 (no tax due to Trust’s exemption) 0 
$5000.00 taxed at 15% $ 750.00 

Child 2 (under 14)/Trust 2 

Distribution $500.00 (no tax due to standard deduction) 0 
$500.00 taxed at 15% $ 75.00 

Accumulation $100.00 (no tax due to Trust’s exemption) 0 
$5000.00 taxed at 15% $ 750.00 

Child 3 (over 14)/Trust 3 

Distribution $500.00 (no tax due to standard deduction) 0 
$500.00 taxed at 15% $ 75.00 

Accumulation $100.00 (no tax due to Trust’s exemption) 0 
$5000.00 taxed at 15% $ 750.00 

Total of $35,650.00 of income taxed at lower rates 

If $35,650.00 taxed in T’s income at 33%, tax = $11,765.00 

Total tax under the above illustration -$ 5,077.00 

Savings of $ 6,688.00 


Except for tax exempt and wholly 
charitable trusts, newly created and exist- 
ing nongrantor trusts must adopt a cal- 
endar year for their first taxable year 
that begins after December 31, 1986.!6 
However, distributions of income that 
result from any short taxable year may 
be averaged over four taxable years of 
the beneficiary beginning with the year 


evenly over four years beginning with 
1987. 

Hence, a possible planning opportunity 
exists. Since income averaging has 
otherwise been repealed, if feasible the 
trustee might bunch income from the 
trust into the short year and then 
distribute it to the beneficiary so that 
it can be averaged over four years. Like- 
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wise, trustees of trusts created previous 
to January 1, 1987, should carefully con- 
sider the fiscal year choice to allow 
beneficiaries this possible advantage. 

For all taxable years beginning after 
December 31, 1986, trusts will be required 
to make estimated payments of income 
tax. Similarly, after their first two tax- 
able years estates must make estimated 
tax payments.'® Trustees may elect to 
assign any amount of a quarterly esti- 
mated payment to a beneficiary or 
beneficiaries and it will be considered a 
distribution. However, there is a 65-day 
filing requirement for this election.!9 

Previously, estates could pay their 
income tax liability in four installments 
after year-end. This election has been 
repealed.2° 

Distributions of excess deductions from 
an estate or trust during its final taxable 
year are still distributable to beneficiaries 
and deductible on their individual returns. 
But, such deductions will be subject to 
the beneficiary’s two percent floor on 
business deductions.?! This limitation does 
not apply to administrative expenses of 
an estate or trust. 


Income Taxation and Gifts 

Beginning in 1987 the net appreciation 
in capital assets donated to charity will 
be a tax preference item for computing 
the alternative minimum tax for individ- 
uals and corporations. Unrealized losses 
may be netted against unrealized gains 
on donated capital assets. Consequently, 
donors may not have to sell an asset 
that has declined in value below its 
adjusted basis prior to making the con- 
tribution in order to take advantage of 
the loss if the donor is subject to the 
alternative minimum tax and he con- 
tributes sufficient appreciated property 
to a charity in the same year. For some 
individuals, however, this new provision 
could reduce the tax advantage of making 
the contribution, particularly if the donor 
is also in a lower tax bracket under the 
new Act. 

Under the new Act, gifts of low-basis 
property for estate planning purposes 
can be a trap due to elimination of the 
long-term capital gains deduction. When 
donors make gifts of property, the basis 
is carried over to the donee. When sold 
by the donee, the capital gains tax could 
exceed any possible estate tax savings. 

Assume that a donor gives a capital 
asset worth $600,000 with a tax basis 
of $100,000 to a son in 1987. The maxi- 
mum estate tax savings (if the donor 


already used the annual exclusion) will 
be the estate tax savings on future appre- 
ciation of the property. The current value 
of the property ($600,000) should escape 
gift and estate tax (assuming full unified 
credit) regardless of whether: it is gifted 
in 1987 or included in the donor’s gross 
estate at death. Further, if the donor 
dies in 1997 when the property is worth 
$1,000,000 and the son sells the property 
during 1997, the estate tax savings would 
be $200,000 (50 percent of the apprecia- 
tion that occurred after the gift in 1987). 
If the son is in a 28 percent tax bracket 
on capital gains, he will incur tax of 
$252,000 on the sale (as opposed to 
$180,000 under the current law). The 
total tax burden will have increased by 
$52,000 more than if the son had inher- 
ited the property and sold it at the 
parent’s death. 

A narrow application of the Act allows 
gift and estate tax deductions for con- 
tributions of certain conservation ease- 
ment interests in real property to 
charitable organizations, to the United 
States or to a state or local govern- 
mental unit without regard to whether 
the contribution satisfies the income tax 
conservation purpose requirement. This 
is effective for transfers that occur after 
December 31, 1986.22 Also, if a decedent 
died before January 1, 1986, and his 
personal representative properly elected 
special use valuation, an additional 90 
days is granted by the Act to supply 
missing information after notification 
from the Treasury.?3 

In summary, many planning strategies 
that were used in estate and income tax 
planning have become a trap for the 
unwary. At the same time the new Tax 
Act will create entirely new strategies 
in certain situations. Responsible plan- 
ners, however, will need to spend a 
good deal of time studying the new Tax 
Act prior to counseling clients. BJ 

1H. R. 99-841, Tax Reform Act of 1986, 
99th Cong. 2d sess. p. 1-661 (1986) (§1404 
of the Act, New I.R.C. §672(e)). 

2Id. p. 1-662 (§1402 of the Act, New I.R.C. 
§673(b)). 

3 Id. p. 1-664-665 (§1411 of the Act, New 
L.R.C. §1(i). 

4 Id. p. 11-767. 

5 id. p. 1-665-666 (§1411 of the Act, New 
I.R.C. §1(4)(5)). 

6Int. Rev. Code of 1954, §6109(a)(1) and 
id. 1-666 (§1411 of the Act). 

7H. R. 99-841, Tax Reform Act of 1986, 
99th Cong. 2d sess. p. 1-665 (1986). (§1411 
of the Act, New I.R.C. §1(i)(4)). 

8 Id. 

9 Id. 

10 Int. Rev. Code of 1954, §454(a). 
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'! Adapted from materials developed by 
Steven C. Dilley, Ph.D., J.D., C.P.A., and 
James C. Young, M.B.A., C.P.A., copyright 
Federal Tax Workshops, Inc., 1986. 

!2 Net of two percent of AGI floor (limita- 
tion on unreimbursed business expenses). 
$874 - (2% X $3,700) = $800. 

'3 Greater of: $500, or earned income up 
to standard deduction ($2,540 in 1987); or 
total itemized deductions (net of two percent 
floors). 

14 Thirty-three percent due to phase-out 
of personal exemptions at this income level. 

15 Example courtesy of Lauren Y. Detzel, 
attorney, Orlando. 

16H. R. 99-841, Tax Reform Act of 1986, 
99th Cong. 2d sess. p. 1-663 (1986) (§1403 of the 
Act, New I.R.C. §645). 

17 Td. p. 1-663. 

18 Td. p. 1-663. (§1404 of the Act, New 
I.R.C. §6654(k)). 

19 Td. p. 663. (§1404 of the Act, New 
L.R.C. §643(g)). 

20 Id. p. 1-664. (§1404 of the Act, repealing 
I.R.C. §6152). 

21 Td. p. I-31. (§131 of the Act, New I.R.C. 
67 


22H.R. 99-841, Tax Reform Act of 1986, 
99th Cong. 2d sess. p. I-667 (1986) (§1422 of the 
Act, New I.R.C. §2055(f) and $2522(d)). 

23 Id. p. 1-666. (§1421 of the Act). 
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Family Law 


Are Discretionary Family Trusts 
Subject to Equitable Distribution? 


by Lewis Kapner 


The value and availability of a spouse’s 
interest in a family established trust has 
often been overlooked in the prosecution 
of a divorce case. One reason for this 
is that frequently a family trust is estab- 
lished to give the beneficiary the right 
to income only and not principal. Addi- 
tionally, the terms of the trust often give 
the trustee very broad discretion over 
the investment and disbursement of the 
principal so that (it is argued) because 
the beneficiary has virtually no control 
over the funds, the trust should receive 
only minimal consideration at best. Fur- 
ther, it is argued, the trust is separate 
property, (the result of a gift or inher- 
itance) and therefore not subject to 
equitable distribution. The assets of many 
such trusts have been invested in growth 
stocks which produce little “income” (that 
is dividends), so even a large trust might 
provide only a small income. Therefore, 
if the court accepts these arguments, even 
a very large trust might have only limited 
impact on the outcome of the case. 

The thesis of this article is that it is 
error to treat such trusts in such a min- 
imal manner or blindly to accept the 
computer printouts showing a typically 
depressed income from the trusts. The 
terms “spousor” and “spousee” used 
in this article were coined by Gary Skoloff, 
a prominent New Jersey matrimonial 
lawyer, to denote which spouse pays and 
which spouse receives. 

Since disbursements from discretion- 
ary trusts are within the sole discretion 
of the trustee, the beneficiary/spousor 
argues that the court should not consider 
the assets to be available for either sup- 
port or distribution for the same reason 
that the court should not consider volun- 
tary gifts received from family or friends 
to be available. In such instances, because 
a beneficiary of such a trust cannot 
compel payment, neither can his cred- 
itors. See 2A. Scott, The Law of Trusts, 


§155 at 1181. However, the issue in a 
divorce court is not whether a spouse 
has complete control over an asset but 
whether it is reasonably available to the 
spouse in any substantial manner. If the 
beneficiary has rights of enforcement, then 
clearly the trust assets or income should 
be considered by the court. Since by 
definition a beneficiary of a trust does 
have enforceable rights, (See 56 Fla. Jur 
2d. Trusts, §1), it is clear that even when 
a trustee has “absolute” discretion, the 
trustee is still required to act in the ben- 
eficiary’s best interest and, to that extent, 
the assets and income are available. 

In fact, Florida courts have specifically 
held that a beneficiary of a discretionary 
trust has enforceable rights over the 
trustee. In the case of Hoppe v. Hoppe, 
370 So.2d 374 (Fla. 4th DCA 1978) (not 
a matrimonial case), a trust was set up 
for the settler’s children, with the settler’s 
father being appointed trustee. The mar- 


riage ended in divorce and the settler’s 


former spouse, now custodian of the chil- 
dren/ beneficiaries, sued to remove her 
former father-in-law as trustee, alleging 
that he abused his discretionary powers, 
which were “absolute and uncontrolled.” 
The trial court dismissed the complaint 
because the trust instrument gave the 


trustee “absolute and uncontrolled dis- 
cretion” in the disbursement of trust 
funds. The Fourth District reversed, hold- 
ing that “even though a grant of ‘absolute 
and uncontrolled discretion’ to a trustee 
is very broad, such a grant does not 
relieve a trustee from the exercise of 
good faith in the administration of his 
obligations under the trust agreement.” 
The court cited Mesler v. Holly, 318 
So.2d 530 (Fla. 2d DCA 1975) to the 
same effect. Thus, the argument that the 
beneficiary is at the complete mercy of 
the trustee is fallacious, particularly when 
the history of the trust has been one 
of the trustee regularly distributing the 
funds to the beneficiary. Indeed it should 
surprise no one to learn that the only 
time the trustee exercised any control 
over the beneficiary’s requests for funds 
is after the divorce action began. 


What Should the Court Consider? 

The issues facing the court in dealing 
with discretionary trusts are: 

1. What is truly available to the 
beneficiary in the way of “income”? 

2. Should the court consider the value 
of the trust assets? (Put another way, 
should the court consider the potential as 
opposed to actual income of the trust?) 

3. May the court make a lump sum 
alimony award from the assets of the trust, 
other than for support or maintenance? 


“Income” 

Actual dividends or interest payments 
from the assets in family established trusts 
frequently are unrealistically low, but this 
rate of return may be misleading. A well- 
managed fund might consist of long-term 
growth securities that throw off, say, a 
two percent return but, in actuality, grow 
at the rate of, say, 20 to 30 percent 
each year. In those instances, the attorney 
should be prepared to present graphs 
or tables showing the real “income” that 
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is produced. In fact, F.S. §738.12(1)(a), 
requires a trustee to pay out at least 
three percent net per year of the total 
principal to the beneficiary, based on 
the market value of the assets. It would 
be helpful also to project what the assets 
of the trust will be in five or 10 years 
if they continue the same growth pattern 
so the judge can visually understand the 
difference between, say, $30,000 per year 
on a $1 million trust, and the reality 
of, say, that same trust increasing to 
$2 million in five years. 

As to the issue of what “income” is 
available for support, in one case, the 
Supreme Court has interpreted “income” 
as “the gain derived from capital, from 
labor or from both combined, provided 
it be understood to include profit gained 
through a sale or conversion of capital 
asset.” Dept. of Revenue v. Leadership 
Housing, Inc., 343 So.2d 611, 614 (Fla. 
1977). The court, in upholding the consti- 
tutionality of the state corporate income 
tax, likened capital gains to fruit or crops 
removed from trees or land and limited 
its definition to gains actually realized, 
that is when some economic benefit is 
enjoyed. 

Even more expansive is the treatment 
in cases dealing with lost profits. The 
Florida Supreme Court in Twyman v. 
Roell, 123 Fla 2, 166 So. 215 (Fla. 1936), 
for example, dealing with the issue of 
appropriate damages for lost crops, held 
that one could indeed recover for lost 
profits from damaged crops, even though 
that “income” was not yet “realized.” 
The court felt that the damages (lost 
value) was real and capable of reasonably 
certain ascertainment. 


The Court Should Consider Trust 
Assets Value or Potential Income 

The attempt to define “income” is an 
unnecessary exercise in semantics. The 
concept of “income,” or “financial re- 
sources,” is given liberal and realistic treat- 
ment in Chapter 61. F.S. §61.08 mandates 
consideration of “all relevant economic 
factors” [emphasis added] including the 
“financial resources” of each party. 
“Resources” have been interpreted to 
include “not only income but also net 
worth, past earnings and the value of 
the parties’ assets.” Canakaris v. Canakaris, 
382 So.2d 1197 (Fla. 1980). 

In Firestone v. Firestone, 263 So.2d 
223 (Fla. 1972), the Supreme Court 
required consideration not only of trust 
assets which became available to the hus- 
band during litigation, but also assets 


which would become available 10 years 
after the trial as well as his contingent 
beneficial interest under his mother’s sub- 
stantial trust arrangement. Similarly, in 
the case of Page v. Page, 371 So.2d 543 
(Fla.3d DCA 1979), the court reversed 
a trial judge’s support order because the 
trial judge failed to consider the spousor’s 
trust as an asset and available income, 
even though the trustee had sole discre- 
tion either to accumulate or distribute 
the net income of the trust. The court 
held that the trust was an available asset 
of the spousor and should be considered 
in determining his support obligation. 

In another decision, Belsky v. Belsky, 


‘Resources’ have been 
interpreted to include ‘not 
only income but also net 
worth, past earnings and the 
value of the parties’ assets’ 


324 So.2d 111 (Fla.3d DCA 1975), the 
court affirmed a lump sum alimony award 
“in light of the total assets that will 
come into the possession of the husband 
as the settler of a short term Massa- 
chusetts trust in 1976.” In 1968, the First 
District Court in the case of Traylor v. 
Traylor, 214 So.2d 15 (Fla. 1st DCA 1968), 
reversed a trial judge’s award because 
the trial judge did take into consideration 
the spousor’s potential interest in his 
father’s living trust, but the basis for 
this reversal was that the spousor had 
not received any income from the trust 
for the six years of its existence. The 
court observed: 

The chancellor does not state and the record 
does not show the value of the trust estate 
or the likelihood that the defendant’s “potential 
interest” might be transformed into some 
amount of income, when he received no income 
whatsoever during the first six years of the 
trust’s existence. We think that the possibility 
of such income is too remote and speculative 
to be considered in determining the amounts 
which a husband should pay in a divorce suit. 
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Thus, in considering the applicability 
of discretionary trusts, the court should 
look at the reality and history of the 
situation. For the purposes of determining 
what is available to the spousor, the 
court is not limited to considering actual 
income only when the actual income is 
artificially depressed because of heavy 
investment in growth type stocks or 
because of strategic divorce planning. As 
an analogy, the court should consider 
cases like Maddux v. Maddux,___So.2d_—_, 
11 FLW 2129 (Fla.4th DCA 1986), which 
involved a retired military officer who had 
the capacity to earn income, but chose not 
to work. The court held: 


Where a former husband has an ability to 
earn if he so desires, the trial judge may 
impute an income to the husband according 
to what he could earn by the use of his best 
efforts to gain employment equal to his capabil- 
ities, and on that basis enter an award of 
alimony as if the husband were in fact earning 
the income so imputed. 


11 FLW at 2130. 

Even more to the point is the case 
of Butler v. Butler, 409 So.2d 517 (Fla.Sth 
DCA 1982), in which the court affirmed 
the trial judge’s award to the wife. In 
that case the husband, a self-styled artist 
and minister, had previously liquidated 
assets for other purposes and had sub- 
stantial inherited nonincome producing 
assets which were available to him to 
support his family. See also Peak v. Peak, 
411 So.2d 325 (Fla.5th DCA 1982); Page 
v. Page, 371 So.2d 543 (Fla. 3d DCA 
1979); Dixon v. Moody, 352 So.2d 950 
(Fla.lst DCA 1977); Condon v. Condon, 
295 So.2d 681 (Fla.lst DCA 1974); (New 
spouse’s income relevant in modification 
proceedings). The court held that such 
assets should be considered. 


Can Family Trust Assets Be Awarded 
as Lump Sum Alimony? 

An even more difficult issue is presented 
when the spousee seeks an award of some 
or all of the family trust assets as lump 
sum alimony. The easy (and usually—but 
not always—correct) answer is: No, the 
assets are separate property not subject 
to equitable distribution. However, there 
are exceptions. First, consider the broad 
discretion reposed in trial courts by 
Canakaris v. Canakaris and its progeny. 
Although property obtained from a family 
gift or inheritance normally would be 
considered not subject to equitable 
distribution, the Supreme Court has not 
mandatorily exempted such property. If 
there are strong equitable reasons, such 


assets could be subject to equitable 
distribution particularly if “acquired 
during marriage,” Buttner v. Buttner, 
——So.2d__, 11 FLW 360 (Fla.4th DCA 
1986) or enhanced during the marriage, 
Sanders v. Sanders,__So.2d__, 11 FLW 
1547 (Fla.lst DCA 1986). 

In Buttner it is noteworthy that in 
observing that properties obtained by gift, 
devise or intestate succession, are usual 
exclusions that have been developed to 
shield property from equitable distribu- 
tion, Judge Hurley did not cite any Florida 
case. Instead, the court cited the New 
Jersey statute and the fine article by Steve 
Sessums, “Equitable Distribution and Its 
Effect on Property Acquired by Gift or 
Inheritance,” 57 The Florida Bar Journal 
262 (1983). In this article, Sessums sug- 
gests that possibly “the best rule is that 
such gifts or inheritances acquired by 
the parties during the marriage are treated 
as marital property and are subject to 
equitable distribution along with all other 
assets. However, this would be accom- 
panied by the caveat that the fact that 
they were gifts or inheritances would be 
a factor to be considered by the court 
in determining what interest, if any, the 
court would give the nonrecipient spouse 
in such asset. Thus, the court then could 
deal with the varying issues related to 
enhancement, improvement, conversion, 
gift, and contributions during the course 
of the marriage in the context of the 
overall property and support provisions 
being made for the family.” See also, 
Smith v. Smith, 487 So.2d 339 (Fla.4th 
DCA 1986), in which the establishment 


of a $175,000 pension shortly after a 
marriage of four years was held to be 
subject to equitable distribution. 

The Fifth District, in the case of Laman 
v. Laman,__So.2d__, 11 FLW 1325 (Fla. 
5th DCA 1986), recently held that “those 
assets acquired by the parties during their 
marriage from their work efforts, ser- 
vices, and earnings,” are subject to 
equitable distribution. While most family 
established trusts are not acquired by 
“work efforts, services and earnings,” 
there may be instances where the opposite 
is true. There may also be instances where, 
because of the existence of such trusts, 
the plan of the marriage is that the spousee 
would be unemployed so that he or she 
would be available to be a full-time com- 
panion to the spousor. Under such 
instances, particularly after a long term 
marriage in which the only assets in the 
marriage are family trusts which have 
increased substantially, perhaps with the 
help of homemaking or direct efforts 
of either party, it would certainly be 
equitable to distribute those assets in 
some manner to the spousee. Otherwise, 
the spousee, but not the spousor, could 
well pass from prosperity to poverty in 
a twinkling of an eye. See also, Gardner 
v. Gardner, 452 So.2d 983 (Fla.Sth DCA 
1984). 

Florida courts have consistently held 
or implied that separate assets may be 
subject to equitable distribution, if special 
justification exists. In the case of Schwartz 
v. Schwartz, 396 So.2d 806 (Fla.3d DCA 
1981), the court reversed a $300,000 lump 
sum alimony award because “the hus- 


band’s assets were willed or given to him 
by his family and neither earned by him 
nor contributed to by the wife, there 
are small children precluding a definite 
end to the relationship, there is no indica- 
tion that the lump sum is necessary to 
provide the wife with vested security 
against the ex-husband’s possible demise, 
nor is there any showing that the husband 
will be unable to make periodic pay- 
ments.” Impliedly, if some or all of those 
factors are in existence, a lump sum could 
be upheld. 

The case of Vandegrift v. Vandegrift, 
477 So.2d 638 (Fla.Sth DCA 1985), is 
instructive. In that case, at the time of 
the marriage, each party owned his and 
her own home. They agreed to move 
into the husband’s home and renovate 
it and to rent the wife’s home. During 
the three years the parties lived together, 
the rental income from the wife’s home 
was deposited in the joint account. The 
court held that this action, as well as 
utilization of husband’s separate assets 
(his home) transformed the wife’s sepa- 
rate property into joint property. Citing 
Vandegrift v. Vandegrift, the Third 
District, in one of the ubiquitous Claughton 
cases, 483 So.2d 447 (Fla.3d DCA 
1986), heid that “inherited cr gifted assets 
which are intermingled with marital assets 
lose their separate character and become 
marital assets.” Thus, where income or 
assets of a trust are transferred back 
and forth between a marital account and 
the trust itself, a court could be justified 
in concluding that the intent of the parties 
was to transform the trust assets to a 
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marital asset. See Walser v. Walser, 473 
So.2d 306 (Fla.2d DCA 1985). 

Consider also the question of the 
enhancement of a trust’s assets. The First 
District, in the case of Sanders v. Sanders, 
held that inherited assets are properly 
shielded from equitable distribution, 
together with any reasonable proration 
of the appreciated value attributable to 
causes other than the parties’ contribution 
to marital funds or labor. Thus, if the 
assets of the trust have increased in value 
because of the efforts of either spouse, 
that increase in value may be subject 
to equitable distribution. Although en- 
hancement of trust assets are usually caused 
by factors other than the party’s efforts, 
there are times when one or both of 
the parties, by virtue of input into the 
investment or management of the distri- 
buted funds, or performance of home- 
making services, contribute to the increase 
in value. In such circumstances, the 
increase in value might be subject to 
equitable distribution. 

Finally, consider the cases of McBride 
v. McBride, 424 So.2d 977 (Fla.4th DCA 
1983) and Rosen v. Rosen, 386 So.2d 
1268 (Fla.3d DCA 1980). McBride cited 
Rosen which reversed a similar lump sum 
award but, in so doing, listed several 
examples of appropriate justifications for 
making a lump sum alimony award of 
a spousor’s separate property. These exam- 
ples are: 


1. Spousee’s homemaking efforts may 
be the financial considerations referred 
to in Yandel v. Yandel, 39 So.2d 554 
(Fla. 1949). 


2. Where a lump sum award will accom- 


plish the sometime salutary purpose of 
putting a definite end to the relationship, 
thereby avoiding “vexatious and possibly 
endless litigation.” Yandel v. Yandel, 39 
So.2d 554 (Fla. 1949). 


3. Where a lump sum award is neces- 
sary to provide the spousee with vested 
security against the spousor’s possible 
early demise or disability. Storer v. Storer, 
353 So.2d 152 (Fla.3d DCA 1977), cert. 
denied, 360 So.2d 1250 (Fla. 1978). See 
also Stith v. Stith, 384 So.2d 317 (Fla.2d 
DCA 1980). 


4. Where the spousor will be unable to 
make periodic payments. Lewis v. Lewis, 
383 So.2d 1143 (Fla.4th DCA 1980). 


5. Where the spousee has a particular- 
ized need for a cash award, either to 
make required expenditures, Creel v. 
Creel, 378 So. 2d 1251 (Fla. 3d DCA 1979); 
or to get out of debt, Bosem v. Bosem, 
279 So.2d 863 (Fla. 1973). 


Other justifications for lump sum 
alimony awards include: 


6. Where the award is no burden on 
spousor. Vanderslice v. Vanderslice, 396 
So.2d 1185 (Fla.4th DCA 1981). 


7. Where the spousee has no separate 
or income producing assets. Cuevas v. 
Cuevas, 381 So.2d 731 (Fla.3d DCA 
1980). 


8. Where spousee needs the award for 
support purposes. See Ledford v. Led- 
ford,__So.2d__, 10 FLW 1030 (Fla.Sth 
DCA 1985). 


Conclusion 


In many cases, a family trust is the 
only substantial asset in the marriage. 
Where strong justification exists, such 
as the spousee’s devotion and contribution 
to the marriage or to the management 
of the trust assets, or forbearance in 
the accumulation of a separate nest egg, 
the court should closely examine the terms 
and history of the trust, so that a truly 
equitable distribution of assets can be 
accomplished. BJ 
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Corporation, Banking& Business Law 


Emerging Theories of Lender Liability 


by Scott L. Baena 


It is axiomatic that loans are made 
with the expectation of repayment. When 
that expectation begins to appear to be 
less likely to occur, the anxiety of not 
being repaid can stir strange reactions 
in lenders. 

It was a silent movie cliche that the 
unpaid lender would tie the defaulting 
borrower—the damsel in distress—to a 
railroad track until she paid or suc- 
cumbed. And long ago, when an Italian 
craftsman defaulted, his creditors would 
break his workbench to deprive him of 
a livelihood (i.e., banca rotta, which 
means broken bench, from which the 
term bankrupt is derived). 

Obviously, such extreme conduct will 
not be tolerated. What is surprising, 
however, is that a considerable body of 
decisional law is now emerging under 
which more traditional lending practices 
not only have been criticized but also 
have resulted in the imposition of extraor- 
dinary damages—both compensatory and 
punitive—against lenders. These cases 
post prominent storm warnings over such 
fundamentals as the right to demand 
payment on a demand loan and the 
enforceability of dickered loan covenants. 

Two cases in particular bode poorly 
for lenders. Both demonstrate the con- 
temporary application of old and ill- 
defined legal standards for lender con- 
duct. 

The first case is State National Bank 
of El Paso v. Farah Manufacturing Co., 
678 S.W.2d 661 (Tex. App. 1984). The 
borrower was a family-owned apparel 
manufacturer. After 60 years of profit- 
ability, the borrower suffered large losses 
over a four-year period, partially as a 
result of a labor dispute. The borrower’s 
board named a new chief executive 
officer, replacing Mr. Farah, who had 
occupied that position for some 10 years. 
About the same time, the company’s 
three lenders amended their loan agree- 


ment to include, as an event of default, 
“any change in the office of president 
... Or any other change in the executive 
management... which any two banks 
shall consider, for any reason whatsoever, 
to be adverse to the interests of the 
banks.” 

It appearing to him that the new CEO 
was wholly ineffective, Mr. Farah sought 
a new board and to be reelected CEO. 
The lenders advised that Mr. Farah was 
unacceptable to them and that his 
election would constitute an event of 
default under the new covenant. The 
lenders further threatened to call their 
loans, put the company into bankruptcy, 
and padlock the business if Mr. Farah 
was reelected. In fact, the lenders had 
no such intention. Mr. Farah withdrew 
from the election. 

The company’s financial condition con- 
tinued to decline, and the lenders 
requested that the company hire a par- 
ticular consultant as CEO and agreed 
to waive the management clause to so 
permit. The consultant was very inexpe- 
rienced and the company lost a signif- 
icant share of its market. Assets had 
to be auctioned or disposed of to make 
loan payments. 

Mr. Farah had had enough. He 


initiated a proxy fight and was reelected 
as CEO. After Mr. Farah’s return to 
the company, sales consistently increased, 
as did profits, and the company regained 
its place in its market. Mr. Farah then 
sued the three banks for their conduct 
during this entire period. 

The court found the lenders liable for 
fraud, duress and interference with cor- 
porate governance. 

As to the issue of fraud, the court 
concluded that the threat of accelera- 
tion, when no decision to call the loan 
had, in fact, been made by the lenders, 
constituted a misrepresentation tanta- 
mount to fraud. 

On the issue of duress, the court held 
that acceleration clauses cannot be used 
offensively, such as for the commercial 
advantage of the creditor, and do not 
permit acceleration where the facts make 
it unjust or oppressive. 

As for the more novel theory of inter- 
ference, the court held that invocation 
of a management clause to keep out 
competent management due to their loy- 
alty to the borrower and not the lender, 
and to retain incompetent and inexperi- 
enced management, is tortious. 


A Case of Borrower-Lender Tensions 

The second case is KMC Co., Inc. v. 
Irving Trust Co., 767 F.2d 752 (6th 
Cir. 1985). The bank extended a $3.5 
million asset-based line of credit to this 
borrower. During the life of the loan, 
the bank had constantly covered the 
borrower’s overdrafts. The value of col- 
lateral for the loan was well in excess 
of loan value. Unfortunately, tensions 
arose between the loan officer and the 
borrower’s president due to conflicting 
personalities. 

The borrower needed to bridge a diffi- 
cult period with additional overdraft priv- 
ileges. During that period the borrower 
was in negotiations for the sale of its 
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: 


business. The prospective purchaser’s attor- 
ney spoke with the loan officer and 
advised that his client would not be 
interested in the acquisition if the loan 
was in default. The loan officer agreed 
not to call the loan and to continue to 
honor checks by making additional 
advances under the line. Despite this, 
the lender changed his mind and refused 
to make further advances without for- 
mally calling the loan. 

The court concluded that the bank 
had acted arbitrarily and capriciously 
in derogation of the implied requirement 
of good faith and fair dealing under 
§1-203 of the Uniform Commercial Code. 
The court rejected the notion that the 
loan agreement permitted the bank dis- 
cretion in making advances without 
notice to the borrower. As for the 
requisite amount of notice, the court 
was not specific but suggested that each 
case must be viewed on its own facts. 
For example, if a borrower receives a 
“tentative commitment” for new financ- 
ing during the notice period, the period 
might have to be extended to permit 
consummation of that financing. 

The court was not persuaded by the 
fact that the loan was on a demand 
basis. Referring to §1-208 of the Com- 
mercial Code, it held that acceleration 
must be in good faith. As for the stan- 
dard of good faith, the court ruled that 
the pertinent inquiry was whether a rea- 
sonable loan officer in the same situa- 
tion would have refused the advances, 
i.e., an objection standard. In KMC, the 
court answered the inquiry in the negative 
given the adequacy of the collateral, the 
impending sale, etc. 

The result: Punitive damages in favor 
of the borrower in the amount of $7.5 
million. 


Numerous critics publicly urge that 
both of these cases ought to be limited 
to their unique facts. More privately, 
however, the concern is that decisional 
law on predatory banking practices is 
growing at such an alarming rate that 
a trend may be developing. Thus, it is 
less important that each case revolves 
on its own facts than it is that so many 
cases are being commenced. After all, 
facts are no more than lawyers’ charac- 
terizations. 

Readers may find the following sug- 
gestions useful: 

®@ Do not accelerate an obligation with- 
out some period of notice, even if the 
obligation is on a demand basis. The 
period should be long enough for the 
borrower to respond whether by repay- 
ment, refinancing or otherwise. 

@ Avoid personality conflicts. Loan 
officers need to recognize the existence 
of those sorts of difficulties and, if nec- 
essary, be prepared to transfer responsi- 
bility for the credit to someone else. 
Periodic loan reviews ought to be fash- 
ioned to detect these problems. 

@ Do not threaten a borrower with 
acceleration if there is no intention of 
following through. 

@ Exercise restraint in internal memo- 
randa. Virtually every written notation 
in the loan file will be scrutinized during 
a litigation. If something must be writ- 
ten, think about its significance when 
preparing it. Notes should be factual 
and not editorial. 

@ Since KMC and Farah were decided 
by juries, consider a provision in the 
loan documents whereby the borrower 
waives its right to trial by jury. Such a 
provision is generally enforceable in most 
jurisdictions. 

@ When describing events of default, 


be specific and definite enough, so that 
a court will not find it necessary to 
employ objective standards, as in KMC, 
to determine the appropriateness of con- 
duct. BJ 
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troubled loans, insolvency and credi- 
tors’ rights. He is currently the 
chairman of the Corporation, Banking 
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Criminal Law 


The Scope of Judicial Discretion in the 
Sentencing Process Under the Guidelines 


by Anthony J. Russo 


The sentencing of convicted criminais 
in Florida is controlled in part by the 
sentencing guidelines, F.S. §921.001 and 
Florida Rules of Criminal Procedure 
3.701. The guidelines purportedly “are 
not intended to usurp judicial discre- 
tion”! in the execution of this duty. But 
notwithstanding this statement, the guide- 
lines have in fact redefined the role of 
the sentencing judge, imposed restrictions 
on his discretion and opened up his 
sentencing orders to appellate review. 
An important question for those whose 
practice includes the representation of 
criminal defendants is how much discre- 
tion is still enjoyed by the sentencing 
judge. The answer, as it takes shape in 


the growing body of case law on the’ 


subject, is especially important to those 
defendants receiving aggravated sentences. 

This article suggests that the standards 
for appellate review of guideline sen- 
tences can and should be clarified and 


that whatever discretion is still left to’ 


trial judges in the wake of the guidelines 
should be preserved. 

To understand the nature and limits 
of the sentencing judge’s discretion the 
term should be defined. Professor 
Kenneth Culp Davis states that “[a] 
public officer has discretion whenever 
the effective limits on his power leave 
him free to make a choice among the 
possible courses of action and inaction.” 2 
Davis notes that William Pitt’s warning 
that “where law ends tyranny begins” 
is not always correct. “Where law ends,” 
Davis argues, “discretion begins, and 
the exercise of discretion may mean either 
beneficence or tyranny, either justice or 
injustice, either reasonableness or arbi- 
trariness.” 3 

There is good reason for seniencing 
judges to enjoy some discretionary power 
unfettered by narrow, rigid rules. “Rules 
without discretion cannot fully take into 
account the need for tailoring results 


to unique facts and circumstances of 
particular cases.” 4 Conversely, where sen- 
tencing patterns that result from the exer- 
cise of this discretion start to reflect 
class, racial and sexual bias, unfairness 
begins to corrupt the system. “One of 
the most fundamental social interests is 
that law shall be uniform and impartial. 
There must be nothing in its action 
that savors of prejudice or favor or 
even arbitrary whim or fitfulness.” © 
Under pre-guidelines law in Florida, 
the sentencing judge could impose nearly 
any sentence he pleased so long as the 
sentence did not exceed the maximum 
length decreed by statute.’ But the exer- 
cise of this nearly unfettered discretion 
led to “unreasonable and unjustifiable 
sentence variation.”*® The legislative pre- 
amble to the act establishing the guide- 
lines states that “disparity in sentencing 
practices exists in Florida because of 
the sentencing discretion our current 
system gives trial judges, leading some 
judges to give longer or shorter sen- 
tences than others for the same crime 
committed in different localities.”? The 
guidelines are an attempt to structure 
the exercise of discretion with the aim 
of lowering the amount of disparity 
among sentences for crimes committed 


by similarly situated defendants. 

Such restructuring necessarily entails 
curbing the power of the judges to sen- 
tence as they wish. There are hundreds 
of circuit judges, all from varying back- 
grounds and with diverse opinions about 
what is the proper punishment for a 
crime. To expect them to impose uni- 
form sentences spontaneously is not rea- 
sonable. The twin goals of low sentence 
disparity and assuring individualized sen- 
tences!° conflict and create a tension in 
the law. This tension is felt primarily 
by trial judges who must individualize 
sentences in accordance with their 
consciences while not transgressing the 
multitude of guideline rules designed to 
lower sentence variation. The result is 
that the judges apparently feel that the 
guidelines are too restrictive and that 
many believe that the case law flowing 
from the district courts on the stan- 
dards for departure is too restrictive,!! 
thus making it difficult for them to 
depart from the sentence dictated by the 
guidelines. 


Sentence Scoresheet 

The guidelines require sentencing 
judges to compute a presumptive sen- 
tence by completing a sentence scoresheet 
prescribed in Fla.R.Cr.Pro. §3.988. Com- 
pletion of the scoresheet results in a 
numerical sum of points. Points are 
scored by considering the following: 

1. The primary offense at conviction, 
accounting for the degree and number 
of counts; 

2. Additional offenses committed by 
the defendant at the time of the commis- 
sion of the primary offense, also account- 
ing for the number and degree of the 
counts; 

3. The defendant’s criminal record, 
also accounting for the number and 
degree of the convictions prior to the 
current charges; 
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4. The presence of legal restraint (e.g., 
parole or probation) upon the defendant 
at the time of the commission of the 
offense; 

5. In some cases, whether the defen- 
dant’s criminal history includes convictions 
for the same kind of crime for which 
he is being sentenced, and 

6. The severity, or lack thereof, of 
victim injury. 

After the points are totalled, the sum 
is compared to a second chart, also 
found at Fla.R.Cr.Pro. §3.988, that 
indicates the presumptive sentence. The 
judge may impose the presumptive sen- 
tence or depart from it by enhancing 
or mitigating the penalty. Figures from 
the Sentencing Commission show that, 
by mid-February 1986, 80 percent of 
sentences were within the presumptive 
range, 7.7 percent were aggravated and 
just over 12 percent were mitigated. !2 

Reasons for imposing a specific sen- 
tence were once hidden and not open 
to challenge. But, under the guidelines, 
if the judge decides that in his discretion 
a departure from the presumptive sen- 
tence is warranted, he must state his 
reasons in written form!3 and these rea- 
sons must be acceptable under the guide- 
lines and the growing body of case law 
on the topic. 

What are the restrictions that now 
limit the exercise of discretion of trial 
judges in imposing sentences? State v. 
Mischler, 488 So.2d 523 (Fla. 1986), is 
the most comprehensive statement to 
date on the issue. Mischler restates the 
rule'* that reasons for departure must 
be clear and convincing. This means 
that the reasons “must be of such weight 
as to produce in the mind of a judge a 
firm belief or convictions without hes- 
itancy, that departure is warranted.” !5 
Upon appeal, the district courts are 
“merely to review the reasons given to 
support departure and determine whether 
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the trial court abused its discretion in 
finding those reasons clear and convinc- 
ing.” !6 


Reasons for Departure 

There are three reasons that can never 
be clear and convincing ones for depar- 
ture, as announced in Mischler: 

1. Any reason prohibited by 
Fla.R.Cr.Pro. 3.701, e.g., factors relating 
to prior arrests for which there was no 


conviction; 


2. Factors already taken into account 
in calculating the guidelines score, (See 
Hendrix v. State, 475 So.2d 1218 (Fla. 
1985)). This rule prohibits the use of a 
reason twice, once in the computation 
of the presumptive sentence and again 
as a reason to depart from that sentence. 

3. Reasons for departure may not 
include an inherent component of the 
crime in question, e.g., a sentence for 
armed robbery may not be aggravated 
because the defendant used a gun. 

Since these three reasons never may 
be used to depart, the trial judge enjoys 
no discretion to invoke them as a reason 
for departure. Therefore, the abuse of 
discretion standard should not be used 
to review the actions of trial judges in 
this regard. 

4. There are other reasons that may 
be valid bases for departure and the trial 
judge does enjoy the discretion to invoke 
them. These reasons will be reviewed 
to determine whether the trial judge 
abused his discretion in finding them 
clear and convincing.!7 

5. Reasons for departure must be based 
on facts that are credible and proven 
beyond a reasonable doubt.!8 

6. The extent of departure from the 
presumptive sentence is, or was once, 
subject to review under the abuse of 
discretion standard.!9 

If a reason for departure is challenged 
on appeal, the Florida Supreme Court 


directs that the reason be reviewed under 
this one standard. The standard is one 
with which the courts are familiar and 
can be used to afford wide latitude to 
the trial judge. But what is gained with 
familiarity and flexibility is offset by a 
loss of analytical clarity. 

First recall that the discretionary power 
accorded trial judges is explicitly acknowl- 
edged in guidelines law and that discre- 
tionary acts are to be treated with 
deference upon review.” The reason for 
this rule is that 


[a] strict rule is not possible in every conceiv- 
able situation. ... The trial judge is given the 
discretionary power because he is on the 
scene and can actually see, hear and observe 
all the participants in the trial and therefore 
has a superior vantage point as compared 
to those ... on the appellate court who 
must look at the bare record.?! 


This presumption of correctness is 
strongest when the trial judge’s deter- 
mination is based on conflicting testi- 
mony.22 In these circumstances, the trial 
judge can observe the demeanor of the 
witnesses in a way that cannot be 
matched by reading the cold type of 
an appellate record. But when the judge 
makes a determination based upon 
affidavits or documents only, this pre- 
sumption of correctness is lessened.?3 
This is because the appellate court has 
before it all the information the trial 
judge had before him when he made his 
decision. And appellate courts are as 
well able to make a decision on such 
evidence. 

When the trial judge is deciding a 
question of law not involving disputed 
facts or testimony, the abuse of discre- 
tion standard should not apply at all.24 
Rather, questions of law may be decided 
by appellate courts as easily as by trial 
courts. One of the prime functions of 
appellate courts is to correct errors of 
law. A presumption of correctness may 
attend a determination of law by the 
trial court, but it is less strong than the 
presumption that accompanies a deter- 
mination of fact from disputed testi- 
mony. 

Returning to the six restrictions on 
the use of reasons to depart, note that 
some of the restrictions present questions 
of fact, some questions of law while 
others seem to present neither. Applying 
a single standard of review to these 
different questions disguises the type of 
inquiry the appellate courts must make 
when they review departure sentences. 
The standard is applied in a manner 


designed to defer to the trial judge when 
the determination is one of fact, less 
so when the determination regards legal 
inferences from evidence and not at all 
when the determination is one of law. 
Neither should this standard be used 
when the question is one of policy. 

Requirement five, that a reason for 
departure be based on facts proven 
beyond a reasonable doubt, fits most 
squarely with the discretion standard. 
The trial judge is best situated to deter- 
mine the probative value of facts adduced 
at trial, and the appellate court should 
refrain from reweighing the evidence.?5 

In contrast, requirements one, two and 
three present pure questions of law, i.e., 
whether the trial judge has invoked a 
reason for departure prohibited by Rule 
3.701, a reason accounted for in the 
presumptive sentence, or a reason that 
is an inherent component of the crime 
in question. The determination of these 
questions does not require the taking 
or weighing of evidence that would lead 
to any presumption of correctness in 
the trial court’s ruling. 

Requirement four, that the reason for 
departure be clear and convincing, 
presents the most perplexing problem. 
Whether a reason for departure is a 
clear and convincing one presents nei- 
ther a question of law or fact. The 
question then, is what standard of review 
is to be used by the appellate court. To 
answer that the standard is “abuse of 
discretion” begs the question. Consider 
the problem faced by the Supreme Court 
in Mischler. There the trial court used 
as a reason for departure the fact that 
the defendant, a bookkeeper, had 
embezzled several thousands of dollars 
from a nonwealthy victim, one of her 
clients. The Supreme Court ruled that 
the trial judge had “clearly abused his 
discretion by considering the wealth of 
the victim.” 26 Justice Ehrlich called this 
reason “antithetical to fundamental prin- 
ciples of the democratic society in which 
the law exists.” 27 

Although there is no reason to doubt 
the logic of the court on this point, its 
action in striking the use of this reason 
illustrates the problem with the use of 
the abuse of discretion standard. The 
use of the wealth of the victim as a 
factor in sentencing criminals is not a 
clear question of law, there being no 
statute prohibiting it, and no specific 
authority for the proposition was cited. 
The use of this reason does not involve 
a question of fact — the facts were 


clear. Rather it is a question of policy 
that most likely was used by sentencing 
judges before the guidelines and was 
tolerated then sub silentio under the 
law. “Policy” here refers to the public 
good or welfare. 

By stating that the trial judge may 
depart for clear and convincing reasons 
without stating what makes a reason 
clear and convincing, the guidelines invite 
trial judges to make patent and act 
upon their thoughts and feelings in the 
sentencing process, thereby to further 
their personal view of the public good. 
Perhaps this is an important function 
of the trial court — to give voice and 
effect to society’s values in the context 
of the unique circumstances and facts 
that attend each sentencing hearing. 


You may say that there is no assurance that 
judges will interpret the mores of their day 
more wisely and truly than other men.... 
[But] the point is that this power of inter- 
pretation must be lodged somewhere, and the 
custom of the constitution has lodged it in 
the judges. If they are to fulfill their function 
as judges, it could hardly be lodged else- 
where.?8 


Appellate inquiry 

But whether this delegation of policy- 
making power is desirable, the mechan- 
ics of the review process are cumber- 
some and may involve duplication of 
judicial effort. If, as Mischler directs, 
appellate courts are to review reasons 
for departure to determine if the judge 
abused his discretion, but review of a 
determination of public policy presents 
neither a question of law or fact, the 
nature of the appellate inquiry is unclear. 
In the end the appellate court may merely 
substitute its own belief of what is a 
clear and convincing reason for that of 
the trial court. An element of uncer- 
tainty enters into the law at this point. 
Consequently, many trial judges appear 
to be unsure on how to proceed in 
finding valid reasons to depart. A recent 
poll of circuit judges, published in The 
Florida Bar News, reveals that “nearly 
a third of the judges said they rarely 
expected their departure sentences to 
be upheld on appeal and almost 40 
percent said they only sometimes ex- 
pected a confirmation.” 

In sum, use of the discretion standard 
is not helpful in this inquiry and should 
be abandoned. Appellate courts should 
invalidate reasons for departure only if 
the reason is contrary to a statute or 
rule of criminal procedure. Such an 
approach would shore up the power of 


FOR SUCCESS 


ASSETS eee 
it's time you looked into 


SCUDDER 


for Investment Counsel 


¢ SCUDDER has built a 
record of integrity and astute 
asset management since 1919. 


¢ SCUDDER provides objec- 
tive investment services to 
individuals, trustees and in- 
stitutional clients. 


¢ SCUDDER provides pro- 
fessional alternatives to tra- 
ditional broker or bank in- 
vestment advisory services. 


¢ SCUDDER strives to de- 
liver the highest level of 
individual attention, com- 
munication and _ personal 
service, including a new 
Scudder Funds Center. 


For an informative brochure 
describing Scudder, call or write 
one of the following: 


PETER V. VAN BEUREN 


Vice President - Resident Manager 


EILEEN McCARTHY 


Vice President - Investments 


NORTON V. COYLE, JR. 


Vice Presideni - Investments 


150 East Palmetto Park Road 
Boca Raton, Florida 33432 


(305) 395-0040 


THE FLORIDA BAR JOURNAL/JANUARY 1987 59 


FINANCIAL 
SCUDDER 
STEVENS 
CLARK 


the trial judge to sentence with consider- 
ation of the inumerable combinations 
of facts that constitute each criminal 
case and eliminate the second-guessing 
by appeals courts. Consideration of the 
ethical and social aspects of sentencing 
are best left to the legislature. But when 
such power has been left to the trial 
courts explicitly, reviewing courts should 
defer to the judgment of the sentencing 
court simply because any other arrange- 
ment is without rules, invites conflicting 
opinions from the district courts, involves 
duplication of judicial effort and pro- 
motes uncertainty in the sentencing pro- 
cess. 

Requirement six, that the extent of 
departure be reasonable, was employed 
in the case of Albritton v. State, 476 
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1986, page 2. 


So.2d 158 (Fla. 1985). Albritton held 
that the proper standard of review for 
a challenge to the reasonableness of the 
extent of departure of a sentence is 
whether the judge abused his discretion, 
citing to Canakaris v. Canakaris, 382 
So.2d 1197 (Fla. 1980). 

Appellate courts routinely review a 
variety of decisions to assure their 
reasonableness. But a survey of Florida 
opinions for the first six months of 
1986 reveals few cases dealing with the 
issue of the reasonableness of the extent 
of departure and fewer still finding an 
abuse of discretion in the length of 
departure.3° There may be many cases 
when this issue is not reached because 
the sentence is vacated due to departure 
for invalid reasons, or when the length 
of departure is upheld by a per curiam 
affirmance. 

Chapter 86-273, Laws of Florida (F.S. 
921.001(5) (1986)), purports to prohibit 
appellate review of departure sentences 
altogether, contrary to Albritton. Bar- 
ring any potential problems with the 
legality of the law’s curtailment of judicial 
power of review, the law should act to 
reinstate some discretionary power to 
the trial judges taken away by the guide- 
lines. But given the low number of 
reversals based on these grounds, it is 
unlikely the law will have a significant 
effect. 

The question of how much deference 
should be due the trial judge in this 
regard is not easily answered. It is known 
that sentencing is to remain an individ- 
ualized process and that the guidelines 
have purportedly not usurped the discre- 
tion of the trial judge. Also known is 
that unwarranted sentence disparity and 
its consequent unfairness were the impe- 
tus behind the guidelines. The question 
of deference is difficult to answer because 
the length of a prison sentence is not 
just a question of law or fact. Deciding 
how long a sentence a defendant deserves 
necessarily involves personal beliefs, preju- 
dices and societal values. Insofar as pos- 
sible, these determinations should be left 
to the legislature. But the guidelines, as 
approved by the legislature, delegates 
this duty to the trial courts. The appellate 
courts appear to be taking a hands-off 
approach in all but the most egregious 
cases, but, per Albritton, still claim a 
power of review. 

The legislature appears to have writ- 
ten the final word on the subject of 
judicial review of these questions. Per- 
haps, the legislature is satisfied that sen- 
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tencing discretion has been sufficiently 
restrained and that it believes some 
loosening of the guidelines is necessary. 
Many trial judges would be quick to 
agree. 

The guidelines were necessary to assure 
fairness in sentencing. The law’s require- 
ment that departure orders be in written 
form and provision for appellate review 
lets in the light of law to a place once 
the exclusive domain of the sentencing 
judge’s conscience. Certainly this has been 
good, but the law should not put the 
trial judge to an unnecessary disadvan- 
tage when it comes to dispensing justice. 
This can be accomplished best by the 
appellate courts taking a restrictive 
approach to review of departure sen- 
tences, generously deferring to the judg- 
ment and legal exercise of discretion of 
the sentencing judge. BJ 
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by G. Donovan Conwell, Jr. 


With the advent of the microcomputer, 
the use of computers in society is becom- 
ing pervasive. Businesses big and small 
now use computers to perform almost 
every function imaginable, from routine 
storing of business data,' to designing 
complicated weapon systems.? Not sur- 
prisingly, with the increasing role of com- 
puters in society, the frequency with which 
computer-produced evidence appears in 
disputes among us is increasing. This 
evidence appears in the form of printouts, 
computer projections (e.g. expected earn- 
ings or prospective lost profits), models, 
and on-screen demonstrations. 

Different evidentiary problems arise 
when using computer evidence, depend- 
ing upon how the evidence is to be used 
at trial. The discussion of computer-gen- 
erated evidence in this article is limited 
to the evidentiary problems that arise 
when computer printouts are used as 
evidence to prove the truth of the matters 
asserted in them. 

The receptivity of our courts to com- 
puter-generated evidence and their accept- 
ance of its reliability has been mixed. 
The former Fifth Circuit Court of Ap- 
peals, in precedent that is binding in 
the Eleventh Circuit,? has held that “com- 
puter evidence is not intrinsically unreli- 
able” and has not required a greater level 
of authentication for its admission than 
is regularly required.* Other courts, how- 
ever, have treated computer-generated 
evidence with suspicion and required 
greater proof of trustworthiness and reli- 
ability for its admission. For example, 
in United States v. Scholle, 553 F.2d 
1109, 1125 (8th Cir.), cert. denied, 434 
U.S. 940 (1977), it was held that “even 
where the procedure and motive for keep- 
ing business records provide a check on 
their trustworthiness, the complex nature 
of computer storage calls for a more 
comprehensive foundation.” Notwithstand- 
ing the variance in judicial attitudes about 
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computers and the evidence they pro- 
duce, all courts share a concern that 
computer-generated evidence be accurate, 
trustworthy and reliable. Accordingly, 
litigators must overcome several eviden- 
tiary obstacles designed to ensure that 
computer-generated evidence possesses 
those qualities before it will be admitted 
at trial. The three primary obstacles to 
admitting computer-generated evidence 
are the authentication,> hearsay,® and best 
evidence rules.’ 


Authenticating Computer Records 

The first step in admitting computer 
printouts offered to prove the truth of 
the matters asserted in them is to authen- 
ticate the computer records. This 
requires evidence that the printouts are 
what their proponent claims them to be,® 
and usually is accomplished by testimony 
from a qualified witness describing the 
“process or system used to produce [the 
printouts] and showing that the process 
or system produces an accurate result.” 
Fed. R. Evid. 901(b)9. 

Courts which have considered the 
requirements for authenticating computer- 
generated evidence generally have re- 
quired someone familiar with the way 
the data was inputted, maintained, out- 
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putted and checked for accuracy to testify 
about the computer process that pro- 
duced the computer evidence. For exam- 
ple, in United States v. Russo, 480 F.2d 
1228, 1241 (6th Cir. 1973), cert. denied, 
414 U.S. 1157 (1974), two foundation 
witnesses, after being qualified as experts 
concerning the computers that produced 
the computer record at issue, testified 
about the “mechanics of input control 
to assure accuracy” and described “the 
nature of the information that went into 
the machine and upon which its output 
was based.” From that evidence the court 
concluded that the proponent of the com- 
puter-generated printout had laid a suffi- 
cient foundation to authenticate the 
printout. 

In Capital Marine Supply, Inc. v. M. 
V. Rowland Thomas II, 719 F.2d 104, 
106 (Sth Cir. 1983), involving a suit on 
a defaulted note, the plaintiff's manager 
of industrial receivables provided the tes- 
timony required to authenticate computer 
records used to show the amount due 
on the note. 


Lutz testified that the payment checks when 
received by Westinghouse were entered into 
a computer, that employees under his super- 
vision in the accounts receivable department 
verified the information received from the com- 
puter against the daily manual ledger card 
maintained by them (as well as against a daily 
collection register), and that his employees 
checked the accuracy of the computer figures 
by actual physical calculations, as well as also 
calculating the monthly interest and debits 
for each account. 


Based on that testimony and a showing 
that the witness was the custodian of 
the computer records, the court found 
that the plaintiff met the “necessary authen- 
ticity predicate” for admission of the 
records. 


Overcoming the Hearsay Objection 
Properly authenticated computer rec- 
ords still may not be admissible if they 
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are hearsay and don’t qualify for admis- 
sion under any of the exceptions to the 
hearsay rule. A hearsay objection to admit- 
ting computer-generated evidence most 
often is overcome by proving the records 
are business records under Fed. R. Evid. 
803(6).9 

Courts customarily admit computer 
records as business records if they are 
made and kept in the ordinary course 
of business and their proponent otherwise 
lays a proper foundation. The proponent 
of computer generated evidence can sat- 
isfy the requirements of both the authentica- 
tion rule and the business records excep- 
tion to the hearsay rule by laying a founda- 
tion that satisfies the test set forth in 
United States v. Fendley, 522 F.2d 181, 
184 (Sth Cir. 1975). In Fendley, the former 
Fifth Circuit set forth three requirements 
for the admissibility of computer-gener- 
ated evidence as business records: 

(1) the records must be kept pursuant to 
some routine procedure designed to assure 
their accuracy, 

(2) they must be created for motives that 
would tend to assure accuracy (preparation 
for litigation, for example, is not such a motive), 
and 

(3) they must not themselves be mere 


accumulations of hearsay or uninformed 
opinion. !° 
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The Fifth Circuit, in United States v. 
Sanders, 749 F.2d 195 (Sth Cir. 1984), 
provided a good blueprint of the testi- 
mony required to meet the Fendley three- 
part test to admit computer-generated 
evidence as a business record. In Sanders, 
a pharmacist was convicted on a multi- 
count indictment charging him with Med- 
icaid fraud. Part of the government’s 
evidence used to convict Sanders included 
government records from the Texas Depart- 
ment of Human Resources (“TDHR”) 
which showed the Medicaid reimburse- 
ment claims Sanders submitted and 
TDHR’s payment of those claims. San- 
ders challenged the district court’s admis- 
sion of the computer records as business 
records under 803(6) and argued that 
they were “mere summaries of inadmissi- 


Courts customarily 
admit computer records as 
business records if they are 
made and kept in the ordinary 
course of business and their 
proponent otherwise lays a 
proper foundation 


ble evidence prepared long after the events 
described.” The Fifth Circuit disagreed 
and affirmed the trial court’s admission 
of the computer records, finding that 
the government met the three-part test 
set forth in Fendley and subsequent Fifth 
Circuit decisions. 

The government met the first part of 
the Fendley test by the records custodians’ 
ample testimony about the procedures 
used to process data by computer and 
the ways the information processed was 
checked for accuracy. 


Steven Seidmier, the custodian of business 
records for Southwestern Drug, explained the 
routine procedures used at Southwestern to 
transfer the information from Sander’s Medi- 
caid claim forms to magnetic tape. As part 
of these procedures the transposition of informa- 
tion from the claim forms was checked for 
accuracy by two Southwestern employees 
before the tape was submitted to TDHR. 
Ronnie Weiss [Director for Medical Claims 
Processing] of TDHR testified that the data 
from the magnetic tape prepared by South- 
western was then entered into TDHR com- 
puters for use in processing claims submitted 
by pharmacists such as Sanders. TDHR used 
the computer data to verify, among other 
things, that the medicaid recipient identified 
in the claims had received no more than three 
prescriptions in a given month and that the 
drug sold was one for which TDHR authorized 
reimbursement. The comptroller then used the 
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information to generate reimbursement checks, 
and the data thereafter was maintained on 
TDHR computers for recordkeeping purposes. 
Sanders at 198. 

The court found that such testimony 
established that the computer data was 
prepared and kept pursuant to routine 
procedures and that the procedures were 
designed to assure accuracy of the records. 

The court also held the government 
met the second requirement of the 
Fendley test, notwithstanding the fact 
that TDHR made the printout for pur- 
poses of the litigation against Sanders, 
and not in the ordinary course of busi- 
ness. The court explained it still could 
find the printouts were created “for 
motives that tend to assure their accu- 
racy” because the data shown on the 
printout was not prepared in anticipation 
of litigation. The data was entered at 
the time of the events described and kept 
in the regular course of business, and 
no further additions or modifications were 
made to the data after the transactions 
took place. The date the printout of the 
data was made did not affect the print- 
out’s admissibility because the printout 
only placed on paper data that the com- 
puter previously had stored. 

The Sanders court limited the applica- 
tion of its rule admitting printouts as 
business records, even though not made 
in the ordinary course of business, to 
printouts that merely retrieve informa- 
tion stored in computers. Printouts from 
programs that sort, compile or summa- 
rize information that are not created in 
the ordinary course of business may not 
be admissible under 803(6). Sanders at 
198. 

Finally, the government met the third 
Fendley requirement because the print- 
outs were not “mere accumulations of hear- 
say.” All of the computer records at issue 
were made from records supplied either 
by Sanders or his agent, which were not 
hearsay because they were admissions by 
a party-opponent under Fed. R. Evid. 
801(d)(2)(C). 

The witness used to lay the foundation 
required to admit computer-generated 
evidence as a business record need not 
have been the preparer of the computer 
records about which he testifies. United 
States v. Fendley, at 185; Rosenburg v. 
Collins, 624 F.2d 659, 664 (Sth Cir. 1980). 
The foundation witness also ordinarily 
need not be able to identify the brand, 
type, and model of each computer used 
to produce the evidence about which he 
testifies, or to testify that the computer 


| 


equipment was in good working condi- 
tion when the computer evidence was 
created. United States v. Vela, 673 F.2d 
86, 90 (Sth Cir. 1982).!! Furthermore, the 
foundation witness is not required to 
be able to testify that the computer system 
which generated the evidence at issue 
was maintained under “air-tight security.” 
United States v. Glasser, 773 F.2d 1553, 
1559 (11th Cir. 1985). 

Although personal knowledge about 
preparation of the printouts, computer 
equipment performance and system se- 
curity is not required to lay a foundation 
to admit computer-generated evidence, 
it is suitable subject matter for cross- 
. examination, and goes to the weight 
accorded to such evidence. United States 
v. Vela, at 91. Therefore, the proponent 
of computer-generated evidence should 
ensure prior to trial that the foundation 
witnesses used to admit computer records 
are sufficiently familiar with the com- 
puter system that prepared the records, 
to both lay the foundation required to 
get the records admitted and convince 
the trier of fact that the computer records 
are accurate, trustworthy and reliable 
evidence. 


Complying with Best Evidence Rule 

When the contents of a writing are 
sought to be proven, the original writing 
ordinarily must be introduced as evi- 
dence.!2 Originals might not be required, 
however, when the contents of volumi- 
nous writings, recordings or photographs 
cannot conveniently be examined in court, 
in which case the contents of the originals 
may be presented in the form of a chart, 
summary or calculation.!3 

Summaries, charts, bar graphs and sim- 
ilar compilations of data produced by 
computers often are sought to be used 
at trial because the original documents 
containing the data shown on the com- 
puter-produced summaries are too volu- 
minous for in-court review. To be ad- 
missible, such computer-generated evi- 
dence must comply with the rules of evidence 
regarding summaries. Those rules require 
that all the underlying data from which 
a summary is prepared be made available 
for examination, copying, or both. More- 
over, the proponent of the summary must 
be prepared to produce all of the under- 
lying data in court if required by the 
court.!4 

The proponent of computer printouts 
should distinguish printouts that qualify 
as original records from printouts that 
are summaries. If the printout is “a 


selective compilation of random pieces 
of data” stored in the computer, then 
it is a summary. If it is a complete list 
of all the data in the computer regarding 
the subject matter of the printout, then 
it is an original record. United States 
v. Sanders, at 199.'5 Because this dis- 
tinction may not always be easy to make, 
the better practice is always to make 
the underlying printout data available 
for your opponents’ review and copying 
before trial. 

There also are additional authentica- 
tion requirements to consider when offer- 
ing summaries as evidence. The founda- 
tion witnesses should be prepared to 
provide sufficient foundation testimony 
to admit the underlying data, to explain 
the process through which the summary 
was prepared and to describe the steps 
taken to ensure the summary’s accuracy. 

Finally, the proponent of evidence pro- 
duced by computer, whether it is in sum- 
mary form or otherwise, should attempt 
to resolve all problems regarding its 
admissibility before trial. This usually can 
be done through requests for admissions 
or stipulations and usually is handled 
at the pretrial conference. Although the 
requirements for admitting computer-gen- 
erated evidence are not difficult to satisfy, 
the proponent of the evidence always 
should try to get stipulations to its 
admissibility before trial. This should elim- 
inate the risk that the court will not 
admit the computer evidence, help reduce 
the length of the trial and generally sim- 
plify the presentation of evidence on the 
substantive issues of the case. If the court 
and parties do not resolve the admissibility 
issues before trial, then the proponent of 
the computer-produced evidence should 
determine its intended use, identify 
and analyze the applicable rules of 
evidence, and prepare to satisfy the con- 
cerns that the computer evidence be accu- 
rate, trustworthy and reliable. BJ 
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by Betty Coyle Layberger 


Just as a law firm must ask itself, 
“Who are we now?” or, “Who do we 
want to be?” when entering into strategic 
planning,' so must individual attorneys 
analyze their “position” before consider- 
ing a career change. 

In the past, many attorneys entered 
law because they chose it as a path to 
success, happiness and fame. As the 
field became overpopulated, and some 
attorneys began to consider themselves 
undercompensated, the luster of the 
yellow brick road faded. Some attorneys 
who had gone into practice because of 
family pressures or because it was the 
“thing to do,” grew disillusioned with 
their profession. They began to realize 
that their long-range plans had a few 
missing links. 

A survey is currently being conducted 
by Altman & Weil, Inc., of attorneys 
who have reportedly left the practice 
of law. The results so far indicate that 
most exited because lawyering was not 
quite what they thought it would be. 
Some of the respondents said they were 
bored with practicing law or that they 
felt too confined within the parameters 
of a specific firm. 

Surveyed attorneys who still were 
practicing law were vehement in their 
statements that they loved it and had 
no intentions of deserting the profession. 


Indications for Change 

Our lives are filled with signs, some 
of which we choose to ignore, but many 
of which deserve our attention. Look 
at how you react to the stresses in your 
life and consider whether these reactions 
indicate that it may be time for a change 
in your position in the firm. 

Have you recently reviewed your 
long- and short-term goals, and are you 
supplementing these goals as you reach 
them? If one of your goals was becoming 
a partner in your firm and you have 
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already become one, have you replaced 
this goal with another? 

How are you handling your personal 
life? Do you drink or smoke excessively? 
Do you have difficulty sleeping? Are 
there problems in your life that you 
would not want to share with other people? 
What effect has the practice of law had 
on your relationship with your family 
and friends and the use of your spare 
time? If any of these questions have 
made you think twice, it might be time 
for you to consider a change. 

@ The Tick-Tack-Toe Syndrome 

Many attorneys who are over- 
whelmed with work and commitments suffer 
from the tick-tack-toe syndrome. Their 
daily calendar planners are filled, but 
some of the entries are as nonessential 
as the x’s and o’s that fill the squares 
of a tick-tack-toe game. 

Look at your daily calendar and 
consider the number of squares that are 
filled in with work commitments. Up 
to eight hours a day, five days a week 
would constitute legitimate x’s. Occasion- 
ally, more time may be necessary, but 
excess x’s should not become a habit. 
Do you have any o’s on your calendar? 
O’s would represent times that are 
definitely scheduled, but are planned 


for things such as family events, concerts, 
health club appointments, and time for 
“smelling the roses.” 

Your calendar is a tool which should 
help you run your affairs. It should not 
control your life. If you are not content 
until every day is blocked out for an 
activity, you may be suffering from the 
tick-tack-toe malady. 

@ Your Working Environment 

Another indication for a career 
change is the elevated presence of potential 
“stressors.” If those with whom you work, 
or the conditions under which you work, 
cause heightened stress levels, it might 
be time to reconsider where you are. 

Caveat I—There may be indications 
in your life that signal a need for change, 
but watch the signs carefully. You may 
actually have physical problems or 
dilemmas in your personal relationships 
that a new job simply will not change. 
In fact, a new position may further 
complicate matters. If, on the other hand, 
you are taking care of yourself, with 
the proper diet and adequate exercise 
and sleep, the stress may well be job- 
related. 


Options 

Let’s consider some of the ways in 
which you can make changes—some of 
the legitimate options that are available. 
Intrafirm 

If you are considering changing your 
position within your firm, a first step 
is to get approval of the partners, espe- 
cially if the firm is small. You must also 
consider that any time taken away from 
client work will mean fewer billable 
hours, and therefore lower income. 

What are some of your options within 
your firm? Are you willing to accept 
some of the management responsibilities 
or take on the role of managing partner? 
Would it be possible for you to assume 
responsibility or activity in a different 


is 
| 


area of practice? Do you think that you 
would enjoy recruiting and/or training 
associates? Do you think you could 
find a niche in public relations? All of 
these activities would bring potential 
income to the firm. 

A Philadelphia attorney, approach- 
ing retirement, spent his last years with 
his firm handling and organizing the 
firm’s management. After retirement, he 
took a part-time position teaching man- 
agement at a local law school. 

Interfirm 

You may like lawyering but may look 
around your firm and think to yourself, 
“I’m O.K., but you guys are not so 
hot.” If this is your situation, you 
probably need to look for another group 
which has a different personality from 
that of your current firm. 

If you think that personal relationships 
within your firm are the problem, look 
for an organization where there is more 
growth potential, less grumbling and a 
brighter and more forward-thinking ap- 
proach to obtaining and maintaining 
clients. Employment with a different firm 
may also open up the possibility of 
working within a new area of practice 
or strengthening a personal specialty. 
Many attorneys who have made lateral 
moves have blossomed in their new 
environments. 

Caveat II—Looking for a new firm 
while you are currently employed is a 
bit like looking for a suitable new spouse 
while you are already married. The 
search can get you into lots of trouble. 

@ Outside the Law 

A law school education is not necessarily 
wasted if it is not applied to law practice. 
The training and the disciplines are quite 
applicable to other professions. 

Many of the respondents to the 
Altman & Weil, Inc., survey regarding 
career change have left the legal profes- 
sion and are in similar occupations such 
as teaching, administration or counsel- 
ing. The polled individuals have taken 
their background, education and polish 
and have applied them to suitable careers 
in different occupations. Other respond- 
ents have used different talents or 
hobbies to direct their career choices. 
Look among your clients. Talk to your 
colleagues. Which of them do you admire 
and respect? Would you feel comfortable 
working with them? 

If you decide seriously to investigate 
leaving your firm, be prepared. Make 
sure you know what lies ahead profes- 
sionally, financially and personally. Con- 


sider pension. Do a lot of research and 
investigation through placement services, 
publications and personal contacts. Inquire 
about the potential for long-term achieve- 
ment in each area you are considering, 
and consider your personal “fit” within 


the organization you are investigating. 

Talk to counselors. Professional guid- 
ance is available. Counselors help indi- 
viduals evaluate individual strengths and 
weaknesses and identify their present goals, 
not artificial ones or ones that were estab- 
lished years ago. 

Caveat III—The grass is not always 
greener. 


Summary 

If you decide to stay in your position, 
take steps now to review any problems 
you have been having. Stress is inherent 
to any position. The current concept 
of wellness is not just a trendy fancy. 
It is a well-founded and well-accepted 
way of life. Taking care of the whole 
person should help the individual to 
face the problems of everyday work—and 
play. 

Whatever your choices, be true to 
yourself. Remember the caveats, but also 
remember the potential rewards. BJ 


! Brollow, Positioning the Professional Ser- 


vice Firm, LEGAL Economics, January/Feb- 
ruary 1986. 
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